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ARTHUR WRIGHTSON V. PIZZA HUT OF AMERICA:
A CASE OF SEXUAL HARASSMENT?

Gerald E. Calvasina, University of North Carolina Charlotte
Joyce M. Beggs, University of North Carolina Charlotte

CASE DESCRIPTION

The primary subject matter of this case concerns human resources management. Another
secondary issue is sexual harassment, and more explicitly same sex sexual harassment. Other
secondary issues include employment law and the proper management response to sexual
harassment complaints. The case has a difficulty level of four, appropriate for senior level courses
of human resour ces management, employment law, and business and society. The caseis designed
to be taught in either a 50 to 120 minute class and is expected to require two hours of outside
preparation by students.

CASE SYNOPSIS

Arthur Wrightson, a sixteen year old heterosexual male, worked for Pizza Hut as a cook and
a waiter in Charlotte, North Carolina. Hisimmediate supervisor, Bobby Howard, and five of his
coworkers were male and openly homosexual. Three other coworkers were heterosexual males.
Arthur and his heterosexual coworkers allege that Howard and the other homosexual male
employees began to sexually harass them. It was made clear to Howard and the homosexual
employees that the harassment was unwel come.

Jennifer Tyson, the manager of the Pizza Hut restaurant, and her assistant, Romeo Acker,
were aware of the harassment and of the objectionsto it. Arthur's mother also began to complain
to the managers. Tyson had witnessed some of the allegations and admitted to Arthur's mother that
she was aware of Howard's actions. Tyson called a meeting and "ordered the homosexual
employees to stop harassing” Arthur and his coworkers. The homosexual employees made jokes
about the "possibility of a federal sexual harassment suit,” and the harassment not only continued
but also "intensified." No formal action was ever taken against Howard or the other homosexual
employees by Pizza Hut management.

Arthur Wrightson filed suit against Pizza Hut in the U.S District Court of North Carolina.
He alleged that he had been sexually discriminated against in violation of Title VII of the 1964 Civil
Rights Act. The complaint alleged that Arthur was subjected to a "hostile work environment” in
violation of Title VII in accordance with the Supreme Court's decision in Meritor Savings Bank v.
Vinson.
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THE TOLEDO FLYING CLUB
(PART TWO)

Arthur C. Joy, Columbus State University
Joy Arthur @colstate.edu

Rodger R. Trigg, Columbus State University
Trigg_Rodger @colstate.edu

Gary E. Kundey, Columbus State University
Kundey Gary@colstate.edu

Fonda L. Carter, Columbus State University
Carter_Fonda@colstate.edu

CASE DESCRIPTION

The primary subject matter of this case concerns business strategy. Secondary issues include
non-profit organizations, accounting, finance, marketing, small business administration and ethics.
The case has a difficulty level of three. The case is designed to be taught in approximately two one
hour sessons and is expected to require two to four hours preparation depending on which questions
are explored by the instructor.

CASE SYNOPSIS

The case concerns the general aviation industry and whether Flight One, a fixed base
operator (FBO), should diversfy its operations by absorbing a local flying club, The Toledo Flying
Club. Flight One provides charters and aircraft maintenance while flight training and small aircraft
rental is provided by The Toledo Flying Club. Flight One's owners must decide if they want to
diversify into flight training and aircraft rental. If so, is absorbing the flying club the best way to
pursue diversification? What changes are needed (if any) to the operation of the flying club and
Flight One.

The case should be of interest to management, finance, accounting, marketing and
entrepreneurship instructors. This case has elements of strategic planning, ethical conflicts,
financing, and tax law application. The case can be used by management instructors as an example
of the different stages in the life cycle of a firm (and the industry within which it resides) and the
need for change as the environment around an organization changes. Marketing professors would
find the e ements associated with the customer base and how to expand sales to be of interest. There
are eements of conflict of interest for ethics discussion since the club during its decline had evolved
into a "for profit" operation disguised as a "non-profit" organization. Finance and accounting
instructors will find the leasing of the airplanes to the club and the associated accounting system
to be an appropriate subject of study for their students. Finally, there are significant tax questions
that would be of challenge in tax courses.
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THE OFFER

Gary Fiodore isthe generd manager of The Toledo Flying Club. He had a meeting scheduled
with Tom Swift who owned (along with his wife) the local general aviation fixed based operation
(FBO), Flight One, at the Toledo Municipa Airport. When Gary entered Tom's office, Tom was
curious as to the box of papersthat Gary carried with him. Gary had not specified ahead of time what
the meeting was about so Tom assumed it had to do with some general matters between Toledo
Flying Club and Flight One.

After the usua pleasantries were exchanged, Gary got down to business. Gary briefly
reviewed the history of the club for Tom especialy the recent problems with declining membership
and activity level of the club. Then Gary dropped the bombshell: the recent decline was so great and
he was spending so much of his persona time on club matters that Gary was willing to turn the whole
operation of the Flying Club over to Tom (i.e. Tom would become the general Manager of the club).
Further, Gary had collected together all of the club's files and documents (the contents of the box)
and would leave these with Tom. To say the least, Tom was surprised but had the presence of mind
to say that "He needed time to think his decision through and would need to examine the documents
first before making adecision.”

Gary seemed to be a bit irritated by this but agreed to leave the documents and give Tom a
few day'sto think it over. As Gary left, Tom'sinitial reaction was that thiswas areal opportunity to
help build his operation into the full service FBO he had always dreamed of, but was this the right
time? The right organization to acquire? What were the legal implications? Did it make financia
sense? How does one begin to think this through?

FLIGHT ONE (OPERATIONAL BACKGROUND)

Tom Swift had been flying since he was fifteen years old. Flying was one of his great passions
inlife. He had obtained most of his pilot certifications by the time he was twenty one years old. He
had agreat variety of flying experience, having done flight instruction, crop dusting, check delivery,
corporate pilot, and unscheduled charter work. He had attended college and finally finished his
business degree by taking classes at night between his pilot duties. He had always wanted to own a
FBO. Tom Swift and his wife had started Flight One approximately four years ago to provide
professiona aircraft management for corporations and businesses in the greater Toledo area. He
would have preferred to offer awider range of aviation services but lack of financial resources, the
already crowded market for flight instruction (The Toledo Flying Club and Flight Academy), and
another company (Sawyer Aviation, Inc.) on the field holding the exclusive franchise to sall fuel
limited the markets that Flight One could enter.

Flight One over the last four years had experienced moderate success. It's target market was
local small and medium sized businesses that needed light single or twin engine aircraft for their
operations but were too small to be able to support their own "flight" departments. Flight one
provided maintenance, regulatory compliance, pilots, and genera aircraft management of these
business aircraft. Within the first year of starting Flight One it became apparent that many of the
aircraft under management (which had increased from five aircraft in May, 1992 to fifteen as of June,
1996) could be better utilized. Tom arranged for severa of the aircraft to be used for unscheduled

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 4

charter work which provided income to the aircraft owners to offset part of the operating costs of
the aircraft and a commission to Flight One.

Tom wanted to expand Flight One's activities. He had considered starting asimilar servicein
other medium sized cities within atwo hundred mile radius of Toledo but so far none of the situations
he had investigated seemed worth pursuing. The alternative geographic expansion was to keep the
operation centered at Toledo but to expand into other general aviation activities such as flight
training, fuel sales, hanger rental, and aircraft sales. Regretfully these areas were fragmented at the
Toledo municipal airport, already taken, or seemed to offer little chance of entry, much less, success.

Flight training was offered by two other operations. Flight training in genera was not
considered a "money maker" but did have synergistic "tie ins" to other parts of an FBO operation
such as arcraft sales, maintenance, and fuel sales. The fuel sales franchise at the Toledo airport was
controlled by the airport authority and traditionally had been put up for bids periodically to be
controlled by asingle firm (currently Sawyer Avidion, Inc.). Three different companies had held this
franchise over the last twenty years; each with only limited success (and even losses), mainly because
they did not have other activities on the field. Hanger space, as at many airports, was owned and
controlled by the airport authority. New small aircraft production had been almost non-existent for
the last decade, thus limiting new aircraft sales. Most of used planes were sold directly between pilots
without use of dedlers.

TOLEDO FLYING CLUB (OPERATIONAL BACKGROUND)

Gary Fiodore |eft the meeting with Tom Swift feeling a bit dgjected. He had been a member
of the club from the beginning, and generd manager for the last four years. He remembered the good
times that he had with the club and the other members over the years. Where had it all gone so sour
that he would be willing to give the operation away (lock, stock and barrel) for nothing? He wasn't
even sure legaly if he could really just give it away (since it was a non-profit corporation) but was
willing to chance it so that he could get away from al of the recent troubles he had operating the club.

The early days of the club were great. A group of ten experienced local pilots formed the club
in the mid 1970's as a non-profit organization incorporated in Ohio. They each put up $50.00 for the
legal work for incorporation and operating officers were appointed by the club members. Each of the
ten origina members "loaned" the club $500 for operating capital. Two of the origind members
signed |ease agreements with the club to provide aircraft (atwo seat trainer and a four seat aircraft
for longer flight operations) to rent on a " per-operating-hour" basis with the club assuming the cost
of insurance, hanger space, and maintenance. An informal office was set up in the back of the hanger
of one of the leased aircraft. A smple accounting system was set up to record aircraft hour usage and
collection of payments from the members.

The club dues were to cover the fixed cost of aircraft operation such as hanger space,
insurance, annual inspection expenses, and office expenses such as telephone. The hourly rentd
charge to the club members was to cover the rental rate paid to the owners of the leased planes to
the club plus a percentage "mark-up" to cover hourly maintenance and miscellaneous other expenses.
Fuel used was to be paid directly by the member using the aircraft with the fuel tanks to be left full
after each use.
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The first year of operation was a success with high utilization of the two airplanes. The
members leasing the airplanesto the club were glad to have others to share the fixed cost of owning
and operating their aircraft while the other members had access to good equipment at reasonable
rates. Perhaps the club was too successful! Word spread about the club and other pilots wanted to
join. Expanding the membership of the club beyond the original ten members posed some very
important questions. What of the additional aircraft needed? What of requirement for flight
instruction especially for student pilots?

After much discussion, the club did expand its membership with hourly rates increased and
monthly dues decreased to aminimal amount (this was more consistent with what the new members
were use to when renting from regular for-profit enterprises). Flight instructor fees were paid into
the club treasury and deductions made for liability insurance and a commission to the club with the
residua (approximately 80% of the total) paid back out to the flight instructors.

Within three years, the club’s membership base had expanded to one hundred members of
which fifty were very active. Additional aircraft were obtained on lease from some of the club
members which was advantageous for the member providing the aircraft. Soon the club had six
aircraft under lease which was a small enough number to provide for good utilization of the aircraft
but enough aircraft to prevent too many scheduling conflicts. These were good days. Membership
held steady for over a decade but then began to decline during the latter part of the 1980's.

The decline started roughly eight years ago and could be traced to several sources. Genera
aviation had adeclining number of new students interested in getting thelir pilots license. The decline
was S0 grest that the total number of active pilots was shrinking since the small number of new pilots
did not fully offset the number of existing pilots that lost interest in flying, who were not able to
afford the risng cost of flying, lost their medicals, or went to that great airport in the sky upon their
demise. Thisgenerd trend had taken itstoll on the club's membership. A further factor affecting the
club'slocad market had been aflight training center (Flight Academy) that was opened approximately
five years ago by a young couple. The couple had more enthusiasm and love for flying than
experience. It was rumored that their operation was weak financially but they had at least been able
to breakeven so far. They provided spirited competition to the club's operation.

One thing that had changed over the years in the operation of the club had been a loss of
camaraderie among the members. Most of the origind founding members had drifted away. The most
active membersin the club were those that |eased the airplanes to the club. Gary himself was a good
example snce he currently leased two airplanes to the club and had been the general manager for the
last four years. The lease payments to the aircraft owners and the assumption of the fixed overhead
by the club were advantageous for the aircraft owners and had made it worthwhile for them to
volunteer their time to the running of the club. These members ran the club with little reliance on the
general membership. This seemed to be endorsed by the general membership who seldom voiced
concerns about the club as long as planes were available when they needed or wanted to fly.

The burden of running the club had become more and more concentrated on Gary. Two
problems had especidly intensified in the last three or four years for him. First was the increased
maintenance problems with the two planes still left in the club as the planes aged (one plane was
twenty years old while the other was twenty three years old). New aircraft replacements were out of
the question due to either their unavailability caused lack of new plane production or to the high cost
of new aircraft (typically $150,000 to $200,000 each). On the other hand, perhaps older aircraft made
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sense since the number of active members had dwindled to ten and they typically only flew thirty
hours per year. The general club membership did not agree with thislast view. they were constantly
complaining about lack of aircraft availability (especially when one of the planes was down for
repairs) and what seemed to them the general poor condition of the aircraft when they were up and
ready to fly. Gary believed that the problems with the aircraft by itself had caused several members
of the club to quit.

The second problem Gary was spending a lot of time and trouble with was the turnover in
flight instructors. Typicdly aflight instructor would stay only long enough to begin to be able to help
with the club's operations before he was soon gone to corporate flying or to the commercial airlines.
As Gary spent more and more time on keeping the airplanesin the air on aday to day basis, with little
help from the flight instructors, he had less time to spend on paperwork. He had especially fallen
behind on the annual paperwork (example: state and federal tax filings) for the club. Gary was not
overly concerned with this since the club was not a "for-profit" business and had never paid any
substantial amount of taxes except sales tax which was paid up to date.

CONCLUSION (TOM SWIFT'S QUANDARY)

Tom'sinitial reaction to Gary's offer was that this was a real opportunity to help build his
operation into afull service FBO but was this the right time? The right organization to acquire? What
were the legal implications? Did it make financial sense? Tom sensed that this was an important
turning point for Flight One, and himself, but needed to think his options and strategies through
carefully.
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CENTRAL VERMONT PHYSICIAN
PRACTICE CORPORATION

Ron Thompson, University of Vermont
ron.thompson@uvm.edu

CASE DESCRIPTION

The primary subject matter of this case concerns the outsourcing of information systems,
specifically for Billing. Secondary issues examined include health care administration. The case
has a difficulty level of three (appropriate for junior level courses or above). The caseis designed
to be taught in one and one-half class hours, and is expected to take two to three hours of outside
preparation by students.

CASE SYNOPSIS

The new president of a small health care organization arranges for a newsletter to be sent
to existing clients (patients). She discovers major problems with the mailing list, which was
generated from their Billing system. Further investigation suggests that the Billing system, which
is managed by a third party vendor, had some major deficiencies that probably resulted in
significant lost revenue. If the Situation is not addressed, the organization could very well find itself
following the footsteps of Oxford Health, which went from apparently healthy to struggling for
survival in a matter of months.

INTRODUCTION

Donna I zor, President of Central Vermont Physician Practice Corporation (CVPPC), was
concerned. What started out as a small gesture of appreciation to their clients, was turning into a
headache. When CVPPC had decided to send out a newdetter in July, Donna had expected the costs
to run about $1,000. Now it looked like the costs could increase significantly. More importantly,
the problems with the mailing list for the newsletter might indicate deficiencies with important
administrative information systems, including Billing. Given their need to reduce costs in the
turbulent health care environment, CVPPC could definitely not afford problems with their Billing
systems.

THE ORGANIZATION

The Central Vermont Medical Center (CVMC) was formed in 1968 to establish aregiond
healthcare facility joining the Heaton Hospital in Montpelier, Vermont and the Barre City Hospita
in nearby Barre, Vermont. CVMC was a not-for-profit, integrated organization that was comprised
of three mgor components. These included the community based Central Vermont Hospital (which
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had a 100 physician medical staff), the Central Vermont Physician Practice Corporation, and the
Woodridge Nursng Home. The Woodridge facility (opened in 1993) was a 153-bed nursing home
located in Berlin, Vermont. In 1996, CVMC signed an affiliation agreement with The Hitchcock
Alliance, an organization comprised of community hospitals and health care organizations, including
the Dartmouth Hitchcock health system.

The Central Vermont Physician Practice Corporation (CVPPC) was organized in December
1992. Itsmission wasto provide access for area residents to high quality primary and specialty care,
and management services to physician practices. It employed sixteen physicians, and five mid-level
providers who were located at seven sites across the central Vermont region. CVPPC was a fully
owned subsidiary of Centrd Vermont Medica Center, and faced competition both locally and within
the larger region.

INFORMATION SYSTEMSAT CVPPC

The main information systems (1S) for CVMC were provided through Central Vermont
Hospital. This arrangement provided minimal support for 1S functions needed by CVPPC. General
hospital applications such as electronic mail and access to the hospital information systems were
available, but there was little management or ownership of specific systems to support CVPPC
practices. Also, the Director of Information Systems and the Network Administrator for CVH had
recently left the organization. Any additional information systems support for CVPPC from the CVH
information systems group would probably not have a priority while these positions remained unfilled.

CVPPC owned the Medical Manager software, which included patient registration,
appointment scheduling, and billing. CVPCC did not manage dl of these systems, however. Instead,
they contracted billing services to a third party, Information Systems Solutions (ISS). ISS was
responsible for data entry of charges, electronic billing of insurers, payment posting, and report
generation. All interactions regarding the Medica Manager systems, such as requests for new
reports, were handled by ISS. CVPPC paid ISS over $20,000 per month to manage their Billing
functions.

When the relationship with CVPPC and 1SS was formed, the manager of ISS was hired to be
the administrator for CVPPC practices as well as do the hilling. He maintained good personal
relations with some of the CVPPC staff, and the CVPPC account was the largest his company
handled.

DONNA’'SROLE

Donna Izor had accepted the position as President of Central Vermont Physician Practice
Corporation in April, and had started at the position on Monday, May 5. On Wednesday, two days
later, the Chief Executive Officer (her boss and the person who had hired her) resigned from CVMC.
Naturdly, Donnareceived the news of the CEO's resignation with surprise and some apprehension.
She had expected the CEO to act as a mentor for her, helping her to assimilate into her new role.
Although Donna had a strong health care and management background, she was new to CVMC. She
didn't know how the organization operated. In addition, she wasn't certain how secure her role would
be.
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Fortunately for Donna, the Board of Trustees for CVPCC reaffirmed the decision to hire her.
Once assured her new position was not at risk, Donna worked with other members of CVMC senior
leadership and leadership of the Hitchcock Alliance to plan for the transition of duties until a new
CEO was recruited.

Donna believed that one of the ways CVPPC could help improve their position was to forge
stronger linksto their clients. As her first outreach activity, she thought that sending a newdletter that
included short medica articles written by physicians, as well as genera information, would be a good
opportunity to connect with patients. This was something that she had been involved with in a
previous position, and she knew that it could be of value. Donna gave responsibility for the
newdetter to the Practice Manager. The writing, editing, and layout of the newdletter was done in-
house, and Donna was quite pleased with the result.

Donna's first indication of problems was when she saw the boxes of mailing labels. The
mailing labels had been supplied by ISS, the company that ran the Billing system for CVPPC. When
she checked with the Practice Manager, she was told that there were approximately 30,000 mailing
labels. Donnas immediate reaction was disbelief. The population of the service area (centrd
Vermont) was less than 60,000.

"What? Why are there 30,000 labels? We certainly don't have any where near that many
patients," sheinquired. Donnawas told that there were some duplicates in the mailing list, but that
|SS was fairly confident in the accuracy of the labels.

Through further questioning, Donna learned that | SS had set up separate databases for each
practice. That meant, for example, that a woman who received routine check-ups would be in the
Primary Care database. If she became pregnant and went to a CVPPC obstetrician, she would be
added to the O.B. database. After her child was born, she would be added to the Pediatrics database
if she chose a CVPPC pediatrician.

Every time CVPPC set up a new practice, |SS would set up a new database. In addition,
there seemed to be some deficiencies in terms of ensuring data consistency across the databases. A
client might be recorded as Elizabeth in one database, as E. in another, as Betty in a third, and so on.
Similarly, an address correction made in one database might not be changed elsewhere if the
individual was aso listed under different practices.

When Donna questioned how they were planning on handling the duplicates, she was told that
the clients were asked to contact CVPPC if they received more than one newsletter. The responses
from clients could be used to help identify duplicate entriesin the ISS databases. Donna knew that
receiving duplicate newdetters, with different spellings of the same name, would appear
unprofessional. She was assured by Public Relations that, at this point, it would be the best way to
handle the situation.

As events evolved, Donna noticed that many calls were coming in from patients with changes
or notification of duplicates. She discovered that some of the newsletters were sent to deceased
individuas; family members had called to explain. Furthermore, a request added under the return
address for "Address Service Requested” resulted in thousands of undeliverable newsletters being
returned by the U.S. Post Office at a charge of $0.80 each.
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WHERE TO GO FROM HERE?

As Donna completed the 45-minute drive home that evening, she had alot to think abouit.
As she saw it, the newsletter incident raised two very important issues. First, how much was this
going to cost, both in terms of dollars and in terms of the intangible costs of aloss of confidence on
the part of their valued clients? Donna now expected that the tangible costs of the newsletter would
be significantly more than the original $1,000 estimate, perhaps as high as $20,000. How was she
going to explain this unexpected, additional cost to the Board of Trustees? CVPPC was trying to
create an image of being efficient and cost effective, and clients might view the postage for the
duplicate mailings as being wasteful.

A second, and potentialy even more important issue, was related to the Billing system itself.
The errors and incongistencies in the mailing labels led Donna to question just how good the Billing
systems were. When the Collections department called some customers, the customers responded
that that they had not received a bill. In the past CVPPC had tended to discount these explanations,
but perhaps they were correct. Donnaknew that if CVPPC was not billing their clients correctly, they
were not collecting funds that were due. The need to re-bill insurance companies when errors were
made in registration information was aso causing a delay in collecting funds.

The more she thought about it, the more questions came to mind. Why were new records
being generated for existing patients, just because they used services from a different practice? What
could be doneimmediately to improve the system so that other mailing label needs would not result
in the same problem? Who had access to the Billing information? The CVPPC employees from
within each practice, or just ISS employees? Wasthisagteff training issue? Was $20,000 per month
areasonable charge for Billing? What could be done to restore confidence in the information systems
of the practices?

Further questioning by Donna had revealed that other companies had put in bids to take over
the Billing function for CVPPC during the past 12 months. In addition, the organization had also
recently considered bringing the function in-house and had evaluated some Billing software packages.
In fact, a woman had been hired severa months ago as a Billing manager, and some computer
equipment (hardware) had been purchased in anticipation of administering the Billing internaly.
Since CVPPC had not purchased any Billing software, however, the Billing manager, whose
experience was in charge entry and billing for a small practice, was currently working on other
projects.

Donna knew that this issue would have to be addressed, and quickly. Unfortunately, it
seemed that she had at least a dozen other, equally important situations to deal with. In addition, she
was new enough at CVPPC that shereally didn't know all the players very well. On the one hand,
she didn't want to appear too aggressive and to go against the culture of the community hospital. On
the other hand, she knew that CVPPC wasfighting for financid surviva, and an efficient and effective
Billing system was crucid. She was hoping that a good nights sleep might help her decide how best
to approach the situation.
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LOTEC TACKLE COMPANY - CASE A

F. Stuart Wells, Tennessee Technological University
Gary C. Pickett, Tennessee Technological University

CASE DESCRIPTION

Primary subject areas: information technology managerial issues - information systems
analysis and design - electronic commerce. Course levels include junior, senior, and master's.
Because of the breadth of issuesin this case, it can serve several objectives; it may be used in a
general MIS course to typify the organizational and behavioral challenges faced by small businesses
as they infuse information technol ogy into the company's workings; given the processes detail, it is
ideally suited for small business systems devel opment where MIS students can design and implement
aworking order entry/processing and inventory management system using popular microcomputer
software tools. The complete case is rich with detail that allows students to assimilate the
organizational and behavioral issues, identify and address several decision points, conduct data
flow analysis, and formulate recommendations. Consequently, the scope of the assignment will
determine the time and resources needed to accomplish the task. Minimally, two hours of
preparation for an issue-discussion in a one-hour classistypical. Because of the flexibility and
range of possible assignments requiring systems development, the case may be the basis for a
semester-long project involving feasibility analysis, logical and detail design, networking issues,
database design, software generation, testing, and user documentation. The tendency of the
ill-prepared student will be to jump at the superficial opportunity to "automate” the existing system
in attempt to eradicate symptoms,; in reality, the case deals with complex issues requiring
significant effort to ferret out the true problems, to translate and enhance the president's vision into
a workable system. The teaching note suggests several assignment scenarios, ranging from
guestions to varying degrees of systems devel opment work.

CASE SYNOPSIS

LoTec Tackle is a fifty year old family business that has experienced dramatic growth and
profitability. A somewhat typical scenario where demand for its product has provided untapped
opportunity as well as neglected market share, the company is now faced with identifying and
solving several operational problems. The significant growth in product demand has not been
matched with needed improvementsin the critical transaction processing system. In fact, the firm
may be perched on the threshold of disappointment.

Recognizing that all is not well, the patriarch's college educated grandson, Matthew Logan,
now the company’s president and general manager, has raised many questions, much to the dismay
of other family members. He has indeed taken a bold step; he has hired a consultant to review the
company's operations and identify concerns and problem areas. Dr. Sarah Jones, a former
professor of Matthew's, and a small business technology specialist, has undertaken the review. In
a preliminary meeting with two of the managers, Jones was told rather tersely, " why fix it if it ain't

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 12

broke. We're making lures we're making money! Besides, what do you know about fishing lures?"
Maintaining her cool, Jones said to hersdlf, "LoTec, though an acronym from the founders names,
was a perfect name for this company.”

INTRODUCTION

In 1948, Henry Logan began crafting freshwater fishing lures and selling them in his small bait
and tackle shop near Nena Bend, Arkansas. Little did he know that, by the 1970's, his talent would
be the basis for one of the most sought after, yet difficult to obtain, lines of fishing tackle. During
avacation to Tarpon Springs, Florida, in 1963, Henry met Victor Tecco, a charter boat owner and
avid sdltwater fisherman. Over athree year period the two men became good friends and in 1967 they
formed apartnership to start LoTec Tackle Company, to produce fresh and saltwater lures. For the
next decade, every lure sold. The Logan and Tecco families enjoyed the business prosperity and their
children and grandchildren became active in the management of the company. Shortly after Victor
Tecco's untimely death in 1977, the Logan family bought the Tecco family's interest in the company.
With the redlization that the company could grow without losing the uniqueness of the product and
without compromising the quality of their handcrafted tackle, expansion occurred incrementally. The
business was s0 successful that today it has twenty-four employees at the company's manufacturing
and digtribution site in Nena Bend and has six independent sales representatives aggressively selling
the luresto selected sporting goods stores and bait houses coast-to-coast. Periodically the company
will employee part-time workers to assist with warehousing and distribution work.  LoTec
occasiondly even receives unsolicited orders from a few European stores. The company receives
many calls from end-customers wanting to place orders, or to find a source of supply. New
customers are told to send arequest in writing with a check enclosed for their first purchase. Often,
these orders are as large as some for some small shops; but the company has never redlly taken this
kind of sde very serioudy. LoTecs are never found in discount stores. They are considerably more
expensve than typical lures and very highly regarded in the market. A sporting magazine did a story
on LoTech afew years ago and stated, " LoTec lures are expensive, reflect the highest quality
imaginable, and downright hard to get. A snagged LoTec lure can ruin aday of fishing afisherman
will take up scuba diving just to get the lure back! In fact some folks have even chosen to eat the
fish and frame the lure!"

Today, most of the lures are designed at Nena Bend and completely manufactured under
contract by severd firmsin Mexico and Indonesia. Some "blanks' are imported and "finished" at
NenaBend. These are mostly the expensive large sdltwater lures and limited edition freshwater lures.
Even with the internationa exposure and dramatic growth, quality is paramount, and each [ure must
meet the company's strict standards. After al, LoTec lures are synonymous with quality.
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FIGURE 1
LoTec Tackle Company
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In spite of the company's dramatic success, Henry's grandson, Matthew L ogan, the company's
new president and general manager, realizes that there are some serious problems. At the annud
company retreat recently, he said, "We've been doing the same thing for fifty years - just more of it
each successive year. We've been profitable. Very profitable!l Consequently we think we're doing
everything right. Theres new competition, there's new technology, and there are new opportunities
for us to continue on our path of growth and prosperity. Granted, we don't want to "mess-up" a
good thing. But we must anticipate the future, and we must cautiously react to demand and better
serve our customers. | am not convinced that we are doing our best." Henry Logan bristled at the
mere hint that things were not perfect.

Matthew Logan announced that he had employed a consultant to review the current
operations in an effort to identify some problems and operational concerns. Unbeknownst to most
employees, the consultant had already conducted extensive review of the operating systems, order
entry, order processing, inventory, and so forth, over the past several weeks focusing on the flow of
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data and orders through the company. Matthew planned to present the findings to the company
employees at a meeting a month away.

SUMMARY OF CONSULTANT'S REVIEW

After performing a preliminary business analysis for LoTec Tackle, the consultant noted the

following items of concern:

Many orders were shipped significantly later than originaly promised. The company has
grown to a point where it is difficult to know each customer well enough to predict overall
demand for products.

Over 4% of the orders were improperly filled. Thisincludes errors of omission, substitution,
and shipping items not ordered.

Between 1% and 2% of all shipments shipped to the wrong customer.

When problems do occur there are no standard procedures for handling them. Generally the
company takes the customer's word about mistakes and ships additional or replacement items
overnight. (If they are available)

The company suffers from excess stock and stock outages as a result of both unanticipated
sales and vendor delays in shipping.

LoTec is quite inconsistent in its procedures for dealing with customers. Where one may
receive a bonus pack of promotiona lures with each dozen packs purchased at regular price,
another may receive nothing at all in the way of promotional items.

LoTec has grown from a basement businessto atwo million dollar a year enterprise with little
change in its organizational structure. Itisalarge "small business."

Paper trails are inconsistent and formal audit trails are non-existent.

Sdles, A/P, A/R, and G/L transaction processing is inefficient and error prone. Worse yet,
due to the lack of controls, many errors are not discovered for quite sometime if at all.
Information technology is virtualy non-existent; a fax, copiers, three older model
microcomputers used strictly for limited word processing, with the exception of Matthew
L ogan and Sharon Cooper who do generate spreadsheets and graphs.

Paying six outsde sales personnd standard commissions when stores place direct orders was
guestioned.

There is no systematic method to handle direct orders from end-customers.

End-customer orders now represent 20% of al orders, but amount to less than 4% of gross
sdes. Profit margins are much higher on end-customer sales. This market segment remains
virtually untapped.

Average number of product modelsin inventory is one hundred.

Upon further analysis of her findings and crestion of data flow diagrams of the current system

the consultant noted the following additional areas that would probably require attention:

Orders are received from outside salespeople, directly from both existing and new customers,
aswdl asingde sdespeople. Further, these orders are received via telephone, Fax, the U.S.
Postal Service, and inside salespeople with virtually no way to track the quantities ordered
by order method.
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. Over eighty percent of al orders are hand written, leading to numerous mistakes. i.e. even
the sales force isn't consistent in filling out orders as some salespeople dash alphabetic O's,
others slash numeric zeroes, while others don't slash either.

. Rejected orders and out of stock notices are often held over two weeks before they are sent
out to customers and salespeople. Some are never sent.

. The updating of inventory cards is often delayed until time is found to do so. This causes
problemsin filling orders and often results in misinformation about item availability.

. Salespeopl e frequently complain about delayed and incorrect commission checks.

. The current A/P system is too inefficient to allow management time to take advantage of
prepayment and on-time payment discounts.

. Most processes identified in the data flow diagrams are labor intensive and error prone

resulting in lost revenue opportunities as well as higher direct and indirect labor costs.
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FIGURE 7
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FIGURE 9
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THE MEETING

Saturday morning was an odd time to call al of the full time employees together, but Logan
felt it was best to address the entire group at one meeting. Every full time employee was present that
morning, much to Matthew's surprise.  He opened the meeting by stating " | want all of you to know
that we have agreat company; we have great people and great products, but my recent review of our
operations and processes substantiate my perception that our methods, systems, and processes do not
allow us to do our best in getting our product from production to the end customer in an efficient
and timely manner. We do need to make some changes | should say 'some improvements.” | firmly
believe that we need a computer based order processing and sales support system that will help each
of usto better do our job. Let me assure each of you that no jobs will be eliminated. My goal isto
increase sdes revenue by addressing efficiency and effectiveness. Furthermore, | see this change as
atwo phase process: firgt, | want to take advantage of relatively inexpensive technology to support
basically what we are now doing; second, | want to explore innovative possibilities that will alow
us to do some new things without losing sight of the fact that we are a tackle company. | am going
to look at broadening our product line to include related fishing merchandise, rods and reels, tackle
boxes, fishing vests, gift packs of lures, and so on. Y ou know, we're realy not a manufacturer any
more. We design and contract the production, or buy carefully crafted products made to our quality
standards and branded as LoTec and we sell and distribute. We are actually a very simple business,
we have been lucky that competition has not threatened us but it is only a matter of time. Thereis
too much money to be made with new business, and consequently new market share. In particular,
the end-customer has been desperately trying to deal with us directly, and we have been committed
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to six independent sales representatives who see us as a cash cow, while also selling merchandise

from other companies. We have been our own biggest problem.”

Of immediate priority is the creation of a system that will give us the order taking to order
shipment capability. Our consultant has andlyzed the flow of datain our company and has stated that
the data flow is our biggest problem. Data gets changed, gets lost, gets forgotten, and is often
routed over different paths different times. 1t is not consistent and certainly not reliable. | also want
to better serve the end-customer our channel of distribution is as primitive as our order processing

system. We can then look at product line growth."

FIGURE 10
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Logan went on to share the consultant's findings with the employees. Some of the workers
appeared relieved with Logan's words. He was careful to keep stressing that the system was failing
not the individuals. Logan ended his meeting by answering a few questions. Tom Logan perhaps
best reflected the anxiety of the group by asking, "Matthew, you know many of us only finished high
school .and some didn't even finish. 'Y ou know completely well that most of us could not find another
job. Do you redly think we can work with something like you have described? | don't know
anything about computers.” Logan ssmply smiled and said, "absolutely, Tom. | promise you."

THE VISION

Matthew Logan sat at his desk thinking about the recent meeting with the company
employees. Looking down at the old desk, he thought about all the years his grandfather sat at the
very same desk, designing lures and running the business. Matthew had guilt feelings for sending
chills throughout the company and, quite frankly, he wondered if he had made a big mistake. Most
of these people are family, he thought; and work ethic and loyalty could not be surpassed at any
company. But he knew that LoTec could grow from atwo million dollar sales operation to twenty
million. Efficiency and effectiveness were words that seemed so academic, but so appropriate as he
pondered the company's growth. He knew that some current problems had to be fixed, but he al'so
realized that there had to be some new opportunities for innovation to capitalize on the reputation
of LoTec products.

As Matthew dipped on his herringbone lambs-wool jacket, he recalled ordering it from a
popular upscae New England store using the toll free number provided in their ads. He aso
remembered seeing an Internet address in the latest flyer from the company, so he was now thinking
about going home and logging onto the company's site to maybe do some shopping.
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A STUDY IN GOVERNMENT POLICY
CAUSING BUSINESS DISASTER:
THE NEW ORLEANS CASINO PROJECT

Robert E. Blatz, Jr., University of Nevada, Reno
reb@scs.unr.edu
John R. Mills, University of Nevada, Reno
mills@scs.unr.edu
Jannet M. Vreeland, University of Nevada, Reno
vredland@scs.unr.edu

ABSTRACT

In June, 1992, the Louisiana legislature authorized a single, land-based casino in New
Orleans and designated the Rivergate site, which is owned by the City of New Orleans as the
location of the casino. At the time it was assumed that this would be a successful business
operation, given that New Orleans was a popular tourist destination and successful gaming
operations were appearing around the country. Sx years later the half finished permanent casino
stands empty behind a chain linked fence. The temporary casino closed due to bankruptcy in
November 1995. The failure of the New Orleans gaming project occurred while other gaming
projectswere flourishing in other parts of the country. The purpose of this case study is to examine
the combination of legal, regulatory, political, and financial factors that contributed to the failure
of this project.

Part one contains a narration of the facts of this case from the inception of the land-based
casino plan through the current bankruptcy proceedings. Part two contains various analyses of
these facts up to the bankruptcy filing. First, we examine the political and regulatory problems that
caused a lengthy delay in starting the project. We discuss the confusion between the City of New
Orleans and the Sate of Louisiana over the duality of the RFP process. Each entity issued an RFP
for different aspects of the project and granted the winning bid to different bidders. The ensuing
problems over the RFPs caused a lengthy delay in selecting the same bidder for both RFPs. Even
when Harrah's Jazz was selected by both the State and the City, there was a delay in starting the
project. A lease was executed between Harrah's Jazz Company and City of New Orleans in March,
1994 while a casino operating contract was executed with the Sate of Louisiana in July, 1994. This
delayed the opening of the temporary casino, which was to provide a portion of the funding for the
permanent casino and generate tax revenues for the different governmental entities.

Secondly, we examine the requirements of the contract that was signed by Harrah's Jazz
Company, the winning bidder. We discuss some of the factors that resulted in the failure of the
temporary casino, including its physical location, the restrictions on the amenities it could offer, and
the amount of tax revenues it had to generate. We also examine the principal costs that the winning
bidder had to shoulder. The New Orleans project placed restrictions on the permanent casino
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operations and required substantial monetary outflows to local government in the form of bonus
payments

Thirdly, we examine the competitive environment. The New Orleans project was supposed
to significantly benefit from its monopoly which we show was the case. Lastly, we examine the mix
of debt and equity financing that was proposed and analyze how this led to financial disaster.

CHRONOLOGY OF EVENTS

In June, 1992, The Louisiana Legisature authorized a single, land-based casino in New
Orleans and designated the Rivergate site, which was owned by the City of New Orleans (the City)
through its Riverfront Development Corp., as the location of the casino. In April 1992, prior to the
enactment of this legiglation, the City issued a request for proposals (RFP) for a casino on that site.
In June 1992, Harrah' s Entertainment, Inc. (HET) submitted a proposal along with a number of other
applicants. The City narrowed the list and issued a second RFP in September 1992. HET joined in
partnership with Mirage Resorts to make a second proposal. A joint proposal by Chris Hemmeter's
Grand Pdais Casino, Inc. and ITT/Caesar's World was awarded the right to exclusively negotiate a
lease of the Rivergate site from the City. A lease was executed with the Hemmeter group in April
1993.

The State of Louisana (the State), then issued an RFP in May 1993 to determine who would
receive the right to negotiate the Casino Operating Contract to conduct “gaming” activities at the
Rivergate site. A new joint venture between HET and the New Orleans Louisiana Devel opment
Corporation ( i.e., Jazzville) responded to the State RFP in June 1993, and to a second State RFP in
July 1993. In August 1993, HET/Jazzville was selected to exclusively negotiate for the Casino
Operating Contract with the State. Asaresult, the Hemmeter group had the lease rights for the only
site where legdized land-based gaming could occur in the State while the HET group possessed the
exclusive right to engage in legalized gaming activities at that site.

To break this effective legal deadlock between the two aforementioned groups, then-
Governor Edwin Edwards, helped mediate an agreement which led to the formation of Harrah's Jazz
Company (Harrah's Jazz), an equal partnership consisting of Harrah's New Orleans Investment
Company (an HET subsidiary), New Orleans Louisiana Development Corporation, and Grand Palais
Casino, Inc. The Hemmeter group contributed its lease rights and certain other real estate interests
in the vicinity of the Rivergate site while the HET group agreed to share ownership of the project
with the Hemmeter group.

Negotiations began immediately with the City and the State relative to a new |ease agreement
(the Lease) and the Casino Operating Contract. The Lease was executed with the City in March,
1994 while the Casino Operating Contract was executed with the State in July, 1994. [In April, 1994,
the State, in compliance with an Attorney General's ruling, had issued a third RFP. Harrah's Jazz re-
submitted its proposal which was accepted by the State.]

Harrah's Jazz began operating atemporary casino in the Morris F. X. Jiff Auditorium in the
City (the Temporary Casino) and constructing a new permanent casino facility on the site of the
former Rivergate Convention Center in downtown New Orleans (the Permanent Casino). However,
even as construction commenced, legal controversy arose concerning the planned removal of the
Joan of Arc statue that stood in front of the soon to be demolished Rivergate Convention Center.
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The Louisiana Landmarks Society successfully convinced Federal Judge A.J. McNamarato issue a
temporary restraining order against disturbing the Place de France, the plaza where the statue stood.
Congtruction plans called for the incorporation of this plazainto the new casino and the removal of
the statue to an yet-to-be-determined location.

L essthan seven months later (November 19, 1995) representatives of the Harrah's Jazz bank
syndicate informed Harrah's Jazz that the bank syndicate would not disburse funds to Harrah's Jazz
under the terms of Harrah's Jazz's $175 million bank credit facility (the Jazz Credit Facility). Faced
with an absence of funding, on November 21, 1995, Harrah's Jazz decided to cease Temporary
Casino operations and construction on the Permanent Casino, as well as to file for bankruptcy
protection. Of the projected $30 million amonth in revenue from the Temporary Casino operations,
only about $13 million a month were actually realized. Furthermore, initial cost estimates for the
Permanent Casino had soared to $850 million from an origina $425 million estimate.

The Jazz Credit Facility was accelerated and terminated by the bank Ienders on November 21,
1995. Thereafter, on November 22, 1995, Harrah's Jazz and its wholly-owned corporation, Harrah's
Jazz Finance Corp., filed for reorganization under Chapter 11 of the Bankruptcy Code. As of that
date Harrah's New Orleans Investment Company (an HET subsidiary) owned approximately 47% of
Harrah's Jazz.

In connection with the November 1994 “closing” of Harrah's Jazz's Public Debt (i.e., 14.25%
First Mortgage Notes--due 2001) and the Jazz Credit Facility, HET delivered completion guaranties
to (1) the trustee under the Public Debt (under which the City was an express third-party beneficiary),
(2) the bank lenders under the Jazz Credit Fecility, and (3) the L ouisiana Economic Development and
Gaming Corporation (the state agency regulating Harrah's Jazz (LEDGC), now the L ouisiana Gaming
Control Board (LGCB)). Each completion guaranty was subject to certain conditions, exceptions
and qudifications (see Art. XXV1, Casino Operating Contract). Respecting these guarantees, HET
maintained that (a) the fallure of Harrah's Jazz to obtain the funds under the Jazz Credit Facility and
(b) the acceleration of the loan by the bank syndicate terminated HET's obligations under the
completion guaranties.

At that time HET had made total capital contributions to the project of approximately $90
million and had outstanding advances to the project of approximately $25 million. In addition, in
December 1995, HET acquired from acommercid bank a$16 million loan to a Harrah's Jazz partner
in satisfaction of HET's obligations under a preexisting agreement with the bank. HET wrote off
these investments and other related costs in the project. During fourth quarter 1995, HET recorded
aone-time pre-tax charge of $75.5 million, representing HET's write-off of its remaining investment
in Harrah's Jazz, its advances to Harrah's Jazz in its role as manager of the Temporary Casino, and
other related costs.

On March 4, 1996, Harrah's Jazz entered into a preliminary agreement with the City which
provided for, among other things, an immediate $4.3 million cash payment by Harrah's Jazz to the
City, of which $2.5 million was funded by HET as debtor-in-possession financing and the balance was
funded from Harrah's Jazz's assets. Although the $2.5 million loan was an administrative priority claim
in the bankruptcy, there could be no assurance that the loan would be repaid. In exchange for these
agreements by Harrah's Jazz, the City agreed to waive any requirements to reopen the Temporary
Casino and to negotiate in good faith numerous specified issues relating to the lease of the Permanent
Casino site.
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On April 3, 1996 Harrah's Jazz filed its first reorganization plan (the Origina Plan) for the
land-based casino project with the federd bankruptcy court in New Orleans. The approximately 200
page plan and related disclosure statement addressed: how the debtor partnership would be
restructured; revised payments and schedules for al creditors; lease and operating proposals for the
City; and the proposed size and scope of the project for the State.

Sate Proposal. (A) Compensation: The Original Plan did not provide for any concessions
regarding the State compensation provisions mandated by the Gaming Act. The casino operator will
pay the State 25 percent of gross gaming revenues of the temporary casino during an approximately
two year time frame while construction of a permanent casino progresses. At the time the permanent
casino is completed, no later than December, 1998, the casino operator will pay compensation to the
State in accordance with percentages currently contained in the Operating Contract (ranging from
19 percent to 25 percent) with a $100 million minimum in annual payments. (B) Timing of Casino
Congtruction and Opening: Under afast tracking development schedule, a temporary casino at the
Rivergate site of approximately 56,000 sguare feet of net gaming space would be ready for use on
or about January 1, 1997. A second phase of up to 42,000 square feet of net gaming space isto be
completed by second quarter 1997, including special event, food service and meeting room space.
The next step would be to jointly pursue with the City the development of the second floor of the
facility which would be a non-gaming entertainment complex. A third phase of the casino would be
completed during 1998 for a total of not less than 100,000 square feet of net gaming space.
Depending on market conditions, gaming space could be increased to up to 130,000 square feet. (C)
Completion Guarantee and Other Issues: HET would provide a new completion guarantee in
connection with the Origind Plan, which guarantee would not be subject to financing conditions upon
confirmation of the Original Plan. The guarantee would be supported by mutually acceptable third
party guarantees and/or collateral. In addition, as a part of an approved Original Plan, the parties
would exchange mutual releases for al events and claims arising on or before confirmation of the
Origina Plan.

City Proposal. The Origina Plan outlined resolution of terms for interim |ease payments to
the City for the temporary casino site by Harrah's Jazz and awaiver by the City of any requirement
to reopen the temporary casino at Basin Street. The City and Harrah's Jazz agreed to cooperate in
development of certain areas of the second floor of the permanent casino established as non-gaming
areas, subject to state approval. The City and Harrah's Jazz agreed to negotiate in good faith on all
specific issues related to the operation of the permanent casino and to eliminate conflict between city
agreements and the state gaming act. The Original Plan also proposed changes in the Open Access
plan (i.e, aminority hiring plan) which did not change the general intent of the program, but rather,
modified and refined the program given the practical experience Harrah's Jazz had over the previous
12 months.

Bondholder Proposal. The Original Plan contemplated that bondholders would exchange
their current $435 million of 14 1/4 percent (plus contingent interest) First Mortgage Notes due 2001
for $187.5 million of 8 percent Senior Subordinated Notes due 2006 with contingent payments based
on a percentage of EBITDA and Senior Subordinated Contingent Notes due 2006 on which all
payments would be contingent based on a percentage of EBITDA, and 50.1 percent of the equity of
apublicly traded holding company of the new Harrah's Jazz.
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Unsecured Creditors Proposal. The Original Plan contemplated establishing a cash allocation
of $8.5 million which would be sufficient to pay presently known undisputed unsecured creditor
clamsinfull. The Original Plan further contemplated the assumption of the two major construction
contracts. It was anticipated that the payments necessary to cure default would be negotiated with
the contractors. The plan also contemplated that unsecured claims of HET of up to $40 million be
contributed as equity.

Harrah's Jazz Company Proposal. The Original Plan contemplated that the sponsors of the
Origind Plan would purchase 49.9 percent of the new holding company's equity for $75 million. HET
had entered into discussions with its partners in Harrah's Jazz regarding this issue but agreed that it
would fund the entire amount if NOLDC or Grand Palais did not participate. In addition, as part of
the Original Plan, HET agreed to put up $12.5 million as debtor in possession financing (of which
$2.5 million had aready been funded and approximately $4.4 million was expected to be funded),
which would be credited against the $75 million.

The Original Plan was neither approved by the creditors nor confirmed by the Bankruptcy
Court. The Court, however, extended the “exclusivity” time period to present an acceptable
reorganization plan. Asaresult Harrah's Jazz entered into further negotiations with the interested
paties: the City, the State, the secured creditors (i.e., the bondholders) and the unsecured creditors
(i.e, the genera contractor and others).

Further complicating matters, in April 1996 the Legislature passed H.B. 7 which required
locdl option votes during November 1996, in all parishes, on the operation of gaming activities. As
a consequence of thislegidation long-term financing would be difficult, if not impossible, to arrange
until after the vote. In light of the unknown impact of this legidation, Bankruptcy Judge T.M.
Brahney 111 further extended the “exclusivity” time period till after the mandated vote. [The
November 1996 vote in Orleans Parish supported the land-based casino project by a2 to 1 margin.]

On October 14, 1996, Harrah's Jazz entered into a permanent lease agreement with the City
which was approved by the Bankruptcy Court on October 16, 1996. In addition to various annual
payments to the City, the Orleans Parish School Board, and the New Orleans Police Department,
HET agreed to the following major lease terms:

. during the first 12 months of the casino's operation, 55 percent of its employees must be

Orleans Parish residents. That minimum will rise by 2 percent each year until 65 percent of

itsworkers live in Orleans Parish;

. contribute $1 million annually to a "destination marketing program” established by the City
to promote New Orleans and the casino;

. guarantee completion of the casino;

. pay the City $1 million for expenses and lega fees associated with the bankruptcy
proceedings,

. pay $200,000 for four studies monitoring the casino's effect on tourism, pathological
gamblers, crime rate and real estate speculation.

. allocate to the City 50% of rent income generated from roughly 70,000 square feet of retail

space to be located on the casino's second floor.

The City, meanwhile, agreed to:

. let Harrah's Jazz provide finger food to its high-rolling customers. But the gambling company
must contract with a Louisiana restaurant to create the snacks;
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. let Harrah's mount marquees on its exterior facade to advertise specia events,

. Allow up to 5,000 square feet of thefirst floor of its gambling emporium for retail operations.
Plans for the second floor will be finalized after a study that Harrah's will finance;

. allow removal of the Joan of Arc statue.

On February 28, 1997, the Bankruptcy Court approved the disclosure statement of Harrah's
Jazz relating to the First Modified Plan and set a confirmation hearing to approve this for April 14,
1997. Under the First Modified Plan, the assets and business of Harrah's Jazz would vest in Jazz
Casino Corporation, a newly formed corporation (JCC), on the effective date of the First Modified
Plan. JCC would be responsible for completing construction of the Rivergate Casino. Under the
First Modified Plan, existing public debt of Harrah's Jazz would be canceled and the holders of that
debt would receive 37. 1 % of the equity in JCC's parent (JCC Holding). An additional 15% of the
equity in JCC Holding would be alocated to debtholders who executed certain releases and HET
would receive, in exchange for equity investments and other consideration to be provided under the
First Modified Plan, the remaining 47.9% of the equity in JCC Holding, a portion of which would be
assgned to certain Harrah's Jazz partner-related parties. In addition, holders of the public debt would
receive (i) $187.5 million in aggregate principa amount of 8% Senior Subordinated Notes of JCC
due 2006 with contingent payments, and (ii) a pro rata share of Senior Subordinated Contingent
Notes of JCC due 2006.

In April 1997, the Bankruptcy Court confirmed the First Modified Plan. However, since the
Legidature did not gpprove a key component of the First Modified Plan--a modified casino operating
contract with the LGCB--this Plan, like the Original Plan, was not consummated. The stumbling
block for the Legidature was the lack of a guarantee of the $100 million tax payment due the State.

Subsequently, Harrah's Jazz filed a Second Modified Plan with the Bankruptcy Court which
contemplated, among other things, the assumption of the July 1994 casino operating contract and
relief from payment of any gaming taxes under the casino operating contract. The demand for such
tax relief was predicated on the fact that the State failed to enforce regulations requiring river boat
gaming operators to actually cruise the river which effectively created other land-based casinos--a
violation of Harrah's Jazz monopoly rights under the July 1994 casino operating contract.
Bankruptcy Judge T.M. Brahney 111, however, expressed his reluctance to summarily waive tax
payments to the State unless Harrah's Jazz could justify such relief. He asserted that, unless Harrah's
Jazz could prove differently, such matters were more properly the subject of a separate law suit, not
the bankruptcy proceeding. Asaresult of this and certain other matters, the Second Modified Plan
was withdrawn by Harrah's Jazz. (Harrah’s Entertainment, Inc., 1995, 1996, 1997)

During October 1997, Harrah's Jazz and HET attempted to gain concessions from the casino's
bondholders (the project's most powerful creditor group) concerning their participation in the $100
million annua state casino tax guarantee, which Governor Foster demanded before he would support
any reorganization plan. In the hope of forcing the bondholders to shoulder part of this guarantee,
HET threatened to cut off further interim financing and to recommend liquidation of the project. The
bondholders persisted in their refusal and talks broke down.

At that point U.S. Trustee Diana Rachd stepped in to help break the impasse by actuadly filing
amotion to liquidate with the Bankruptcy Court. Thismotion, if approved by the Court, would have
established a deadline for the parties to either agree on the casino project or face liquidation for cents
on the dollar. This action spurred the parties to reach a compromise under which HET would
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guarantee the $100 million tax payment in exchange for lower interest rates and other concessions
from the bondholders. The motion to liquidate was continued and finally dismissed by Bankruptcy
Judge T.M. Brahney 11 on June 16, 1998.

In November 1997 and again in January 1998, on the heels of the October compromise,
Harrah's Jazz filed a third reorganization plan. This plan (i.e,, the Third Modified Plan), which was
supported by, among others, Governor M.J. “Mike” Foster and Mayor Marc Morial, contemplated
that a newly formed limited liability company, Jazz Casino Company, L.L.C. (JCC), would be
responsble for completing construction of the Rivergate Casino, HET would receive approximately
40% of the equity in JCC's parent, and Harrah's would make a $75 million equity investment in the
project (less any debtor-in-possession financing provided to the project), guarantee JCC's $100
million annual payment under the casino operating contract to the LGCB (the “ State Guarantee”),
guarantee up to $154 million of a bank credit facility of up to $224 million, guarantee timely
completion and opening of the Rivergate Casino and make an additional $10 million subordinated
loan to JCC to finance the construction of the Rivergate Casino. With respect to the State Guarantee,
HET would be obligated to guarantee the first year of JCC's operations and, if certain cash flow tests
and other conditions were satisfied each year, to renew the guarantee each year for a maximum term
of approximately five years. HET's obligations under the State Guarantee would be limited to a
guarantee of the $100 million payment obligation of JCC for the period in which the State Guarantee
isin effect and would be secured by afirst priority lien on JCC's assets. JCC's payment obligation
would be $100 million at the commencement of each 12-month period under the casino operating
contract and would decline on adaily basis by 1/365 of $100 million as payments are made each day
by JCC to the LGCB.

The Third Modified Plan was confirmed by the Bankruptcy Court on January 29, 1998. Final
consummeation of the plan was subject to numerous approvals, including approva from HET's Board
of Directors, the Legidature, the City, and others. Although Governor Foster endorsed the Third
Modified Plan, he refused to call the Legidatureinto a specid January or February session to consider
itsapprova. Rather, he preferred that the Legidature cdll itsdf into session. The Governor aso took
the position that the casino operating agreement could be approved by the special fiscal-only session
of the Legidature in March 1998.

The Legidature, imbued with both antigambling sentiment and a distrust of HET, not only
failed to call itself into a special session; but, at the 1998 March fiscal-only session, it also failed to
approve the casino operating agreement. In response to the recalcitrant attitude, the Governor,
concluding that LGCB could approve the casino operating agreement without the Legidature’s
consent, ratified the LGCB' s actions, thereby, effectively bypassing the Legislature. Later that Spring
(May 1998), the Louisiana Supreme Court upheld the LGCB’ s power to approve the casino operating
agreement without Legislative consent. (Caywood, T., 1998)

Currently, the Louisana State Police are completing background investigations of HET's New
Orleans Casino employees. Once completed, congtruction may resume. A target date for completion
of sometimein October 1998 appears reasonable. These background investigations not only check
for criminal or ethical problems that would make casino employees or investors unfit to run a
gambling hall; but also investigate the financia suitability of the casino developer. The LGCB is
expected to hired an accounting firm to audit Harrah's Entertainment, Inc. as to its financid
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suitability. The LGCB must hold a hearing to examine the State Police report. These investigations
and hearing are the last major hurdles facing the dormant casino project.

HET Executive vice Presdent and Chief Financia officer, Colin Reed, predicted that the
investigations would be finished in late September and that the company would emerge from
bankruptcy protection a month later. He also predicted that the casino would be open for business
by the Fall 1999. (Yerton, S., 1998)

CASE ANALYSIS

Type of Proposed Casino. The opening of the Mirage in 1989 forever changed the perception
of a casino and the expected amenities that a casino should offer. Casino operators realized that
success required more than merely providing the opportunity to gamble. To succeed, they needed
to provide afull variety of services ranging from rooms to beverages, to restaurants, to entertainment.
Unfortunately, the City and State failed (or refused) to recognize this and insisted on a “gambling
only” casino which would not compete with existing clubs, restaurants, and hotels.

The Bidding Process. Prior to 1992, the states which chose to implement casino gaming
(with the exception of Nevada), generally permitted an unlimited number of licenses, but restricted
the location of such casinos. In 1992, however, a new philosophy emerged which restricted both the
number of licenses and their location. The New Orleans project launched this new licensing scheme.

The selection mechanism for both the New Orleans |lease and the State casino operating
contract utilized the RFP process. This procedure requires a government entity to first define the
parameters of a project and then request bids. For example, lllinois and Indiana alocate alimited
number of licenses to specific cities who subsequently issue RFPs and select the winning bids. Once
a casino operator is selected by a city, the state must then approve the license. An alternative
approach was used by the Province of Ontario. There, the Ontario Casino Board selected both the
city and the casino operator. The designated city was permitted to select the specific site for the
casino.

Theinitia problem with the New Orleans casino project was that both the City and the State
wanted the fina say in thelicensing process. The ensuing two-year political battle between the City
and the State led to a shotgun marriage between three reluctant suitors.

Thefirg sdvo in this battle occurred in April 1992 when Mayor Sidney Barthelemy, facing
major budget problems, issued an RFP for a casino to be located at the Rivergate site in downtown
New Orleans. He took this action prior to the State actually legalizing gaming. The Mayor chose
the Hemmeter group to negotiate alease. This choice was subsequently approved by the city council.
Meanwhile, in June 1992, the Legidature, by a one vote margin, finaly authorized a single land-
based casino at the Rivergate site. Shortly after this vote, the State requested that the City not sign
alease until the State chose a casino operator. The City ignored this request and entered into a lease
with the Hemmeter group in April 1993. The State, however, refused to confirm the Hemmeter
group as the casino operator and issued its own RFP on April 29, 1993.

On August 11, 1993, the State selected the Harrah' s group to operate the New Orleans land-
based casino. The ensuing stalemate between the Hemmeter group, the City’s choice, and the
Harrah's group, the State' s choice, was successfully mediated by then-Governor Edwards, a staunch
gaming proponent. The result of this effort was Harrah's Jazz which entered into new negotiations
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with both the City and the State.  These negotiations led to a new lease with the City in March 1994
and a Casino Operating Contract with the State in July 1994.

Temporary Casino. Two years had now passed. The City and State, needing revenues, felt
that they could not wait another 15 months for the Rivergate facility to open. Thus, an agreement
was reached to open atemporary casino at the Municipal Auditorium which would cost $41 million
to renovate. This temporary casino opened on May 1, 1995, four months later than originally
planned. It was Situated east of the French Quarter in an economically depressed, high-crime area,
far from major hotels and restaurants. Access to this casino was limited to taxies and autos.
Amazingly, City officials encouraged patrons not to travel by foot or to park outside of the
designated parking facilities offered by the temporary casino. While there is no direct evidence that
thiswas one of the reasons that the expected casino visitations did not meet projections, one can not
dismiss the old adage that location, location, location is the key to success in any business. In
addition, the Mississippi River flooded that spring causing a temporary shutdown.

Permanent Casino. The permanent casino site is Situated at the end of Canal Street between
the New Orleans French Quarter and the 10,000 room hotel digtrict. It is also within walking distance
of most major downtown attractions.

The Hemmeter group’ s original proposal was to demolish the Rivergate convention facility
and build anew facility. The Harrah's group, on the other hand, proposed remodeling the convention
facility in three phases, 40,000 sg.ft. at atime. Ultimately the Hemmeter group plan prevailed and
anew structure was started.

Financial Congtraints. Financia constraints for the New Orleans project should be viewed
from two perspectives:

. restrictions placed on the casino operations, and
. additional expenses placed on the casino.

A modern casino needs to be afull service operation which includes providing its cliental not
only with the opportunity to gamble, but also with quality food, beverages, lodging, and
entertainment. The City did not want the casino to take business away from existing New Orleans
food, beverage and lodging establishments; and therefore, issued a RFP that either totally proscribed
such amenities or limited them to afew, low quality facilities.

Astonishingly, the RFP indicated that the City believed that a potential casino operator would
be more than happy to provide additiona funds to the city as a bonus incentive for the lease. The
RFP stated: “The casino development potentia is so significant and valuable to the proposers, that
the City encourages proposers to provide monetary benefits or bonus itemsto the City. These long
term economic benefits to the City that may be achieved by a combination of factors, such as.

. Contributions-in-aid in the form of facilities or services to the City and/or not-for-profit
agencies,

. Specific commitment for other real estate development within the City limits;

. Ground lease participation rent based on percentage of gross revenues, over and above the

“wintax” payable to the state.”
These additiona “bonus’ expenditures, when coupled with sizeable shortfalls in temporary casino
revenues ($13 million a month instead of $30 million a month), arequired minimum annual State
gaming tax of $100 million, sky-rocketing construction costs, and regular |ease payments, doomed
the project.
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Competition. Both the City and the State believed that the New Orleans project’ s monopoly
feature created a significantly more favorable gaming climate for the New Orleans casino operator
than that faced by its Atlantic City counterparts. While belief is admirable, its reality that wins out.
First the New Orleans population base more closely resembled Las Vegas than Atlantic City. Less
than 11 million people live within 300 miles of New Orleans whereas the New Jersey market has a
population base of 60 million.

Furthermore, the New Orleans project did not share the non-competitive Atlantic City
environment. By thetimethe temporary casino was fully operational in 1995, six river boat casinos
were plying the New Orleans waterfront.  Up to 15 other river boats were slated to cruise from other
Louiganacities. In addition, Biloxi, Missssppi (lessthan 60 miles away) had opened major casinos.
Other casinos were also scheduled to open at various sites along the Mississippi side of the River.
Furthermore, the State had authorized up to three slot machines (i.e., video lottery terminals) each
for bars, taverns, restaurants, and clubs. Thus, thousands of convenient limited gaming locations
were now available throughout the state effectively eliminating the need for the casual gambler to
travel to New Orleans.

Financial Viability. AsHarrah's Jazz reached agreement with both the City and the State,
the casino project costs had escalated from $425 million to $850 million. Harrah's Jazz' equity
contributions amounted to only $170 million, 20% of the total project costs. Thus, the remainder of
the required funding had to come from bank financing ($138 million), ajunk bond offering ($435
million), and forecasted cash flows from the temporary casino ($72 million). This debt/equity ratio
proved fatal in the face of sever revenue shortfals.

More importantly, however, City and State officials, more concerned with collecting revenues
than insuring afinancidly viable enterprise, faled to gppreciate the nuances associated with the newly
created joint venture (Harrah's Jazz). Firdt, it was a shotgun marriage from itsinception. Secondly,
their monetary demands were based primarily on the financial stability of HET, which had neither
given guarantees nor provided evidence that it would continue funding Harrah' Jazz in the event of
continuing cost over runs or other financia difficulties.
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IN SEARCH OF EXCELLENCE
ON THE INTERNET: DELL COMPUTER
CORPORATION'SDIRECT MARKETING STRATEGY
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Derek Steinbrenner, Columbus State Univer sity
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Olice H. Embry, Columbus State University

CASE DESCRIPTION

The primary subject matter of this case concerns the highly successful direct marketing
strategy of Dell Computer Corporation. Secondary issues examined include the use of the internet
by students to access information about corporations. The case is appropriate for the junior level
or graduate introductory marketing course and the senior level or graduate strategic management
or strategic marketing courses. The case is designed to be taught in one class hour or may be used
as an example of an internet exercise that could take two to five hours to complete.

CASE SYNOPSIS

This case illustrates the type of information that can be found by students assigned to use
the internet to find an example of excellence in the selection and implementation of a strategy. The
success of Dell Computer Corporation’s direct marketing strategy is discussed along with its
strengths, weaknesses, opportunities and strengths.

THE ASSIGNMENT

Derek pondered with his fellow team members the latest assignment for their strategic
management class. The professor wanted each team to find and write about an example of excellence
in the sdlection and implementation of astrategy. The professor also requested that the students use
the internet asther primary instrument of research. Derek had recently purchased a Dell Computer
on the internet and had found quite a lot of information about the corporation from its web pages.
(WWW.DELL.COM/) Francisco suggested that they could also find out a lot about Dell from
articles found by an ABI Inform search of 800 journals and periodicas on GALILEO
(WWW.GALILEO.PEACHNET.EDU/HOMEPAGE.CGI), the Georgia Library Learning Online
system available to sudents of the University System of Georgia. The following is distilled from the
1,300+ references about Dell that they found on the internet.
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INTRODUCTION

Dell Computer Corporation, the fastest growing company in its industry, and the leader in
direct sales, was founded 1984 in Austin, Texas. It has been almost 14 years since Dell pioneered
the concept of selling personal computer systems to customers; offering built-to-order computer
systems; and providing direct, toll-free technical support and next-day, on-site service. The company
designs and customizes products and services to end-user requirements, and offers an extensive
selection of peripherals and software.

Déell is the pioneer and leader of the customer-direct, build-to-order computer systems
business. Because customers are central to Dell’s business, the company provides personalized
services, outstanding price/performance in its products and is fast to market with the latest relevant
technology. By exploiting Internet commerce and technology, offering new value-added services and
expanding its global reach. Dédll is evolving the scope and efficiency of its direct business model to
unprecedented levels.

Dell designs, develops, manufactures, markets, services, and supports a complete line of
persona computers compatible with industry standards. Dell isthe world’s leading direct marketer
of personal computers and one of the top five personal computer vendors in the world. Its direct
sales approach eliminates layers of middlemen by dealing with customers directly. It aso reduces
inventory costs by custom-making machines to customer specifications. That means the company
carries no obsol ete parts and can deliver both the newest technology as soon as it become available
plusif any reductions in component costs are passed immediately on to the customer. These gave
Dell an estimated price advantage of 15% over rivals who sell through distributors. The Dell’s
becomes the synonymous with the latest in technology at the keenest prices and backed up by
superior after-Sales Service.

Today, Dell Computer Corporation is the world's leading direct marketer of persond
computers. The company is organized into three core geographical business units: Dell Americas,
Dl Europe, and Dell Asia Pacific. It has direct sales operations in 33 countries and customersin
more than 160 countries. Manufacturing facilities are located in Austin, Texas; Limerick, Ireland;
Penang, Maaysia; and Xiamen, China. Each of these core geographical areas has Dell saes,
engineering, support, and service personnel to manage government, corporate, and multinational
accounts. The Dell Direct-Sales model and broad-scale geographic representation allows better
management of customer requirements on agloba basis and provides consistency of product. Dell’s
global commitment is one of the best in the industry. Dell offers comprehensive, focused service,
support, and asset management programs around the world in an effort to help customer reduce
overal costs of the ownership (Dell Computer Corporation, 1998).

BACKGROUND

Michael Ddl began his computer business at the University of Texas, Austin. His dorm-room
business officially became Dell Computer Corporation in 1984. Two years later, Dell Computer
grew to 250 employees, and the company introduced the 2866-12 machine, which PC Week said,
“...may become next industry benchmark.”
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In 1987, the company opened an office in the United Kingdom. This was the first step for the
company doing business globdly. Within the following 10 years, Dell opens officesin 33 countries.
In that year, Dell’sincoming call rate reeched amost 1,700 per day. Déll'sinitia public offering was
completed in June 1988. The company's common stock trades on the Nasdag National Market
System under the symbol DELL. The company employed 650 people and has record sales of $159
million.

Ddl becamethe first PC manufacturer to offer free installation of applications software as a
standard service option in 1991. In 1992, Dell introduced a new product line of low-priced
Dimension PCs, which is one of the most highly decorated systems in the industry, winning many
awards. 1n 1993, Ddll joined ranks of the top-five PC makers worldwide Subsidiariesin Australia and
Japan are company’ sfirg entries into Asa-Pacific region. 1n 1996, Asia-Pacific manufacturing center
in Penang, Mdaysa, opened customers begin buying Dell computers via Internet, and begins major
push into network-server market. 1n 1998, Dell sales via Internet exceed $4 million per day; Dell
announces major expansion of European manufacturing center in Limerick, Ireland; to keep up with
demand in China, Ddll announced the building of a China Customer Center in Xiamen (Dell Computer
Corporation, 1998).

CORPORATE ANALYSIS

It has been dmost 14 years since Michael Dell pioneered the concept of selling individually-
configured PCs directly to customers, and distribution strategy is still considered by Dell Computer
to be at the heart of its outstanding performance. “Direct” is how the company describes its
relationships with its customers, from home-PC users to the world’ s largest corporations. There are
no retailers or other resellers adding time and cost to the distribution of its products to customers,
or interfering in Ddl’ s understanding of customer expectations. By selling computers directly to its
customers, Dell achieves several advantages over its retall competition: (1) Price for
performance—by eiminating resdllers, retailers, and other costly intermediary steps, coupled with an
efficient procurement, manufacturing, and distribution process, Déll is able to offer its customers
computer systems with more power and versatility for the money than its competitors. (2)
Customization—Dell builds every system to specifications chosen by each individua consumer.
Customers get exactly, and only, what they want. (3) Service and support—by collecting and
maintaining information gained from direct contact with customers before and after the sale, Dell is
able to provide responsive, tailored customer service and technical support. (4) Minimal
inventory—computer systems have an extremely rapid “spoilage’ rate, meaning that purchased
components quickly become worth less than they were bought for, and that manufactured systems
losetheir vauerapidly. With its direct method, Dell can minimize its components inventory as well
as the time-to-customer of its manufactured systems, thereby substantially reducing costs. Inventory
is turned over every 10 days. (5) Latest technology—Dell’s direct model ensures that the latest
reevant technology is introduced into its product lines much more quickly than the slower-moving
indirect distribution channels allow.

Customer orders at Dell progress through three phases. pre-sales activity, manufacturing, and
delivery and installation of the computer system. For new customers who are uncertain of their
computer needs, Dell’ s sales force provides advice and configuration planning through its toll-free
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telephone number. The order is placed over the telephone or on the company’s Internet site, and then
verified and sent to one of its manufacturing facilities.

When the order arrives, it is built and configured in a controlled assembly process using automated
software download systems and multiple automatic diagnogtic test functions. Numerous and rigorous
quality checks are performed throughout the computer manufacturing process. All system
components, including memory, video circuits, and drives are tested to assure they are functional and
match the customer’ s order.

Once this process is completed, the computer is ready for packing and shipping. A fina check is
dome to ensure that al components ordered by the customer are included in the product. The
computer is then carefully packed in specially-designed protective cartons so that it arrives
undamaged, and is shipped by FedEx directly to the customer. Since the computer ships with all
ordered software factory-loaded, it requires minimal installation by the customer. However, if a
customer has questions or problemswith an order, Dell operates a 14-hour, 6-day toll-free technical
support hotline that is ready to assist customers for the life of the product (Dell Computer
Corporation, 1998).

Dell’s direct model was challenged by a skeptica Jm McDonnell, Hewlett-Packard's
marketing boss for PCs, who insisted that Dell could not deliver a custom-built computer to a
customer in under aweek (Kirkpatrick, 1998). David Kirkpatrick of Fortune logged on to Déell’s
Internet site on the night of April 17, 1998, and ordered a state-of-the-art system to be sent to his
home. The fully assembled and tested machine arrived 5 days later, in the afternoon of April 22.

STRENGTHS

Dédll combines its finely tuned direct model with other company strengths. The company’s
systems perpetually receive superior performance ratings from the maor independent computer
magazines performance benchmarks and consumer response surveys, most often taking the number
one or number two ranking overall among home as well as business computers. This high level of
performance is maintained in part by a$250 million annua research and development budget (Briody,
1998).

Ddl’s strengths have lead to phenomenal growth rates in sales, earnings per share, and stock
price. Dell’s annual sales growth rate is over 60%, and is not expected to slow in the foreseeable
future. Furthermore, in just the past five years, Dell’ s stock price has risen from below a multiple-
split-adjusted $1 per share to over $80 a share. In the last year alone Dell’ s stock price has risen by
over 200%. To put that in perspective, a $1000 investment in Dell in 1996 would be worth over
$20,000 today.

WEAKNESSES

A substantial weakness of Dell’s direct model is that it tends to exclude first-time and less
technologically savvy computer buyers. The company makes no secret of the fact that its distribution
strategy is targeted primarily towards second-system and technologically-minded consumers, and
contends that market isthe most lucrative place to be. Most first-time and new-user buyers shop for
computers at retail outlets like Circuit City, where they can speak face-to-face with a salesperson, and
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actually touch and practice using a computer. To put together a customized system takes some
degree of knowledge about computer systems, and a belief that once it arrives, the customer will be
ableto assembleit done. Initsads, Ddl putstogether sample system packages in an attempt to take
away some of the anxiety about shopping for a computer, but it is not the same as having a system
in astore.

Dell’s competition includes companies selling computers through direct and indirect
distribution channels. The main competitor in the direct distribution business is Gateway. Other
companies have aso gotten into direct distribution after seeing Déll's success, including Compag and
CompUSA. Competitors who use aretail distribution channel include IBM, Compag and Packard
Bell. Dell has approximately 6 percent of the world market behind Digital/Compag and IBM. Since
1997, Dell’ s US market share has also grown rapidly from close to 1% to amost 9% (Serwer, 1997).

OPPORTUNITIES

Technology continues to become increasingly embedded in our culture, and its rapid
advancement has dlowed the technology sector to continue this unprecedented growth stage of the
market (some might even argue the market is still in its introduction stage). With a distribution
method that appedl s to the increasingly technophilic as well as cost-sensitive consumer, Dell is poised
to continue to exceed the best efforts of its competitors.

America s computer giants are going global. Dell is aready established internationally with
plants and sales offices covering Europe, Africa, Asia, and most of the American continent. Dell
manufactures its entire line of computers in its locations in Austin for the US and neighboring
countries, Limerick, Ireland, for Europe, Middle East and Africa, and Penang, Maaysia, for Asia
Pacific and Japan. Even though Dell dready has an internationd presence, there is still great potential
for growth. According to Michael Dell, about 3 or 4 percent of the world's population owns a
persona computer. This provides huge growth potential for the industry.

The Internet is also expanding at an astounding rate. Dell receives approximately 800,000
visits a day to its web site and uses it to sell more than $4 million worth of products and services
every day. Asthe Internet is becoming more accessible to many people around the world, Dell’s
opportunities for growth increase.

THREATS

In an industry moving at the speed of electrons, threats to companies survival continualy
plague even the largest of computer giants: (1) Rapid changesin technology have been a constant
battle since the industry’ s inception. No other industry in the history of the world has advanced so
rapidly as computers and computer technology. Computer companies don’t know what standards
will be accepted or regected by consumers, or even what technologies they will be incorporating into
their systems 6 months from now. This presents a huge challenge for a company whose order
turnaround is under 1 week. (2) The economic crisis in the Pacific Rim, popularly referred to as the
Asan Flu, has brought concern from investors and corporate analysts alike. Currency fluctuations
can have dragtic effects on an industry whose components are manufactured all over the globe. (3)
Computer prices continueto fal. The “sub-$1000 PC” is bantered around the press and Wall Street
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andygs. Dell contends that these machines are merely inventory dumpings by companies who still
useindirect distribution methods and so suffer under massive inventory pressures. But the decrease
in even high-end computer pricesis aso noticeable. (4) Most computer manufacturers that have
traditionally used indirect distribution channels to deliver their products to customers have started
using direct distribution to compete with Dell. Though none have thus far achieved Dell’ s expertise
in the method, Dell has much to fear as those companies improve their system. (5) Dell isaso faced
with competition that usesindirect distribution methods to get products to customers. Some of these
competitors use better advertising campaigns that may in the long run benefit them against Dell. (5)
Findly, the computer industry is currently faced with potential governmental regulation. Microsoft
isengaged in alegd battle with the Justice Department over alegations of anti-competitive behavior.
The outcome of this lawsuit will have a direct effect on Dell due to the close relationship the
Company has with Microsoft and its products.

INDUSTRY OUTLOOK

While the persona-computing market has expanded dramatically since the 1970s, Dell believes that
the industry's best days and its own are yet to come, for two broad reasons. First, the stream of
software and hardware innovation from companies such as Microsoft Corp. and Intel Corp. israpid
and robugt, and is sharply increasing system performance and reducing the relative cost of computing.
For example, in February 1982, Intel introduced its 286 chip, which was capable of processing 2.66
million instructions per second, or MIPS, at a clock speed of 12 million cycles per second, or
megahertz. Today's Intel Pentium 11 processors are capable of more than 500 MIPS at 300
megahertz, and the sharp upward development trend is expected to continue. Second, while
computer performance is going up, the relative cost of computing computer prices per MIPS has
steadily declined, encouraging new computer users and more rapid PC replacement. Customers, in
turn, are using those savings to buy even more powerful, more richly configured systems. As
processor transitions and expected cost reductions continue, many industry analysts foresee
worldwide industry volume growth of 15 to 20 percent annually over the next decade.

DEVELOPMENT OF THE DIRECT MODEL

Dell is continuoudly refining its direct approach to manufacturing, selling and servicing
persona -computing systems. The company is committed to extending the advantages inherent in what
isaready the industry's most efficient business model. Current Dell initiatives include moving even
greater volumes of product sales, service and support to the Internet, and further expanding an
aready broad range of value-added services. The Internet, the purest and most efficient form of the
direct model, provides greater convenience and efficiency to customers and, in turn, to Dell.

Kevin Rollins, Ddl's head of corporate strategy, says that his company is eager to extend its
Internet business as far as possible. "Our vision isto have al customers conduct all transactions on
the internet, globdly,” he says. It'll be awhile before this happens--large corporate customers, which
deliver 35% of Dell's revenues, are not yet buying over the Internet (although they most likely will
be by year-end), nor are European or Asian customers. Dell services are focused on enhancing
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computing solutions for, and smplifying the system buying decisions of, current and potential
customers.

By taking its direct busness model to even higher leves, through the Internet and value-added
services, Ddl intends to continue to grow its business at amultiple of the high-growth rate anticipated
for the computer-systems industry as awhole. Dell still has significant opportunity for expansion in
al parts of the world, especialy in markets outside of the U.S.; in al customer segments; and in al
product categories, ranging from home PCs to enterprise products, such as network servers and
workstations.

RECOMMENDATIONS

Because of Dell’ s direct business model, Dell has the flexibility to meet the future head-on.
When the future arrives, Dell will be ready for it—no lag time will be required. From incorporating
new technology into it's machines to finding unique business opportunities, Dell will be on top of
things. Since Dell sdlls directly to end users—and build every machine to order—it can easily drop
the latest technology into place, be it the new Pentium® processor with MMX™ technology or
special, long-lasting batteries for our notebook computers. Thisis alot quicker than waiting for an
inventory of old modelsto sdll out first (and alot more entertaining). Dell won't just meet the future
by bragging about advances in its product technology, it will also use new technology in the service
part of its busness. Dell has aways prided itself on the service and support offered to its consumers,
particularly in the way that it has been able to establish persondized rel ationships with the people who
buy machines from them—individuads and multinational corporations. One of their principal benefits
has always been that they have been a single point of contact for service and technical support.

Taking practicd advantage of what the Net lets them do can only further our relationship with
our customers (and save on 800 calls from Djibouti). The Online Store enables users to check out
exactly what is available and purchase it, right from their homes or offices. Further, they can check
on the status of their order at any time. In addition, since Dell is always looking for a better way to
do things, they should continue to adapt to use new technology to further customize their services.

Of course Ddll isaready working on some jazzy new technology (jazzy as only micro-chips
can be). But their god should be just to have the newest features, but the right features. For example,
in designing their notebook computers they did their best to combine the hot features, such as speed
and memory Sze, into a unit that people can actudly take with them and use without needing to plug
it in every five minutes.

Dell is also involved in a couple of exciting new initiatives that could profoundly affect its
future. Dell isakey member of the NetPC Consortium, a broad industry effort to make PCs more
manageable and lower the total cost of ownership. The NetPC is designed to address the total cost
of ownership for a user group that doesn't require the flexibility and expandability of the traditional
PC. NetPCs are one dement of Dell’s Managed PC offering. Dell's OptiPlex series of managed PCs
reduces the total cost of ownership across all areas of IT management and the computing lifecycle
asawhole.

Ddl isexcited that these and other initiatives will enable usto deliver one of the lowest total
costs of computer ownership through its direct business model, products, personalized services and
industry dliances. So, over-dl, Ddl’s god shouldn't beto give Buck Rogers arun for his money. but
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to use technology to improve on what they do in selling computers and servers or offering technical
support to people using them.
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Ronald L. Earl, Sam Houston State University
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Jeff B. Lenamon, Sam Houston State University
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CASE DESCRIPTION

This case is concerned with a small oil services business located in West Texas. Strategic
decisons must be made whether to sell the business, expand the business or to keep the status quo.
This case should be appropriate for a small business or entrepreneurship course as well as strategic
management.

CASE SYNOPSIS

This case chronicles the ten year history of a small oil services business from startup until
the present. Discussed are problems relating to finance, marketing, and staffing. Students are
asked to make strategic decisions about whether to sell the business, expand the business, or
maintain the status quo.

INTRODUCTION

Larry Shoemaker, President of Shoemaker Stimulation Service, Inc.(SSSI), is sixty-eight
years old and fast gpproaching retirement. He is currently looking into future plans for his company.
Larry has 46 years of experience in the oil well servicing industry. SSSI services oil wells with acid
and sand to help them produce oil or gas more efficiently. This service is performed with eighteen
wheel trucks equipped with pumps that pump acid or sand down oil wells, in hopes of dislodging
unwanted sediments from clogged perforations in the pipe that flow oil or gas. SSSI services wells
within a100 mile radius of Albany, Texas. Financially, SSSI has never had a loss since its inception
in 1986. The past four years SSSI has averaged $500,000 in net sales, and sales are expected to
increase in the future due to more oil wells being serviced in the industry.

HISTORY

In 1986, Larry Shoemaker retired from Halliburton, the largest servicing company in the area,
after a35 year career as the assistant district superintendent. After three months, he was bored and
missed work. Larry had aso heard that some of Halliburton’ s employees were dissatisfied with their
jobs, and wanted new employment. With these things in mind, Larry decided to go into business for
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himself. In the process of starting his company, he hired six Halliburton employees as field workers.
One of the employees, Paul Potter, was named Vice President. Paul had a great influence on the
startup of the business, by helping Larry acquire trucks and equipment before they started the actual
company. Larry and Paul started spreading the word to let oil well owners know that they were going
to be available to do business.

ECONOMIC FORCES

The key economic force that helps drive the oil service industry is the oil imports we receive
from foreign countries, particularly the middle east. If the United States imports more oil than it
exports, the price of il tendsto go down. Thus, ail firms sell less ail, which decreases oil production
and fewer servicing jobs will be performed. However, there is a period of time that can be very
lucrative for the service industry during this time. For instance, when fewer wells are being drilled,
there tends to be adight increase in servicing the existing wells that are aready in production. Larry
says ail prices rarely affect his business. He is confident that he is in a safe industry to keep steady
flowsin revenue.

Another factor that affects servicing companies profits is volatile chemical prices. Larry says
that chemical prices such as acid are constantly on the rise, increasing usually twice ayear. As prices
continue to increase, it becomes more difficult for companies to manage expenses.

Government taxation laws are another important economic factor that affects the oil well
service industry. These taxation laws that face corporations are continually changing. It is very
important for small companies to learn the tax advantages that are available. For instance,
corporations can purchase preferred stock from other corporations and get a 80% tax break. This
provides an excellent means of increasing cash reserves within retained earnings, while still keeping
the cash liquid for any future purchases that might arise. Currently, SSSI has an estimated $180,000
cash from retained earnings that is in a checking account at the local bank.

COMPETITIVE FORCES

SSSI currently has competition in the surrounding area. The largest competitor is Halliburton
located in Abilene, Texas. They have about fifty employees, along with four acid trucks and two
frac(sand) trucks. Halliburton’s main business is cementing, which is the process of pouring cement
around the outside of the underground pipe to hold the pipe into place. The cementing businessis a
very profitable business and many well servicing companies have expanded into this area. Halliburton
also does acid and frac(sand) jobs on the side. Due to Halliburton's pricing policies, the smaller
companies in the area can beat them on price. Currently, Halliburton’s markup is very high, thus,
small companies in the area can beat Halliburton’s prices on a servicing job by an average of 30%.
Oneyear after SSSI went into business, Halliburton decided to close its Albany office and move its
trucks and equipment to Abilene, its main headquartersin the area. Halliburton does most of the large
acid and sand jobs, which the smaller companies cannot perform due to lack of equipment. Larry
expects Hdliburton to move out of Abilene in the next few years, due to the low revenue producing
area. SSSI is one of four small companies that compete for jobs in the local area. This keeps SSSI
and the others so busy that they usually turn down jobs due to a lack of trucks, equipment, and
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employees. SSS currently turns down on average seven jobs per month. The shortage of equipment
forces well owners to use Halliburton when the other smaller companies have their eighteen wheel
pump trucks out on location. However, Larry is heditant to expand his company because he feels that
there is not enough demand to justify the purchase of another truck. Another reason to not expand
isthat heisready to retire and expanding his business would mean added time to his work day. Also,
Larry feels that there are not enough good workers in the area that are willing to learn how to run
the trucks and be safe. A good used truck can be purchased for about $180,000. The average oil well
servicing job is priced at $2,500, with a range in price varying from $500 to $7,000. Prices are
dependent on the depth of the oil well and the amount of chemicals the oil well driller requests.

GOVERNMENT REGULATION IN THE SERVICE INDUSTRY

There are severd factors that threaten companies competing in the oil well servicing industry.
Firgt, companies such as SSSI uses hazardous chemicals to treat wells, which brings about tight rules
and regulations from government agencies. The Occupational Safety and Health Administration
(OSHA) regulates industry equipment and the safety of the work environment. OSHA can fine a
company for any breach of regulation that pertain to a safe work environment. OSHA also regulates
hazardous materials and the way they are handled. For instance, if a company spills alarge amount
of acid, they can be forced to dig up the dirt around the spill and ship it to Austin, Texas to be
evaluated. The company that spills chemicals has to pay the cost of shipping new dirt to take the
ruins place.

The Department of Transportation(DOT) also plays an important part in the environment in
which the oil well service industry operates. DOT can evaluate eighteen wheel trucks to see that they
meet safety criteria for road travel. As a result, companies in the industry can be fined for not
following the rules and regulations of the DOT. Thus, employees must be highly trained to run the
pump trucks correctly, and must be well versed in DOT rules and regulations.

Another environmenta concern for SSS| is the worker’ s compensation insurance inspectors.
These ingpectors investigate the safety of the work environment at SSSI every two or three months.
Failure to comply with their regulations can result in aloss of worker’s compensation insurance that
allows workers to draw compensation for being hurt on the job.

MANAGEMENT

Larry and Paul are owners of the company, with ownership interest of 85% and 15%
respectively. Joyce is the secretary, in charge of keeping records of each job performed and answering
the phone during regular office hours, 7am. to 4:30p.m. Monday through Friday. SSSI has calls after
hours transferred to an answering services. SSSI currently has no computer to track invoices,
inventories, and other budgets. The rest of the employees are field workers, who perform the
servicing jobs.

Exhibit 1 shows the organizational chart for SSSI.
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The culture of SSSI isvery laid back. SSSI’s field workers come in and talk to Larry on a
socid basswhen there are no scheduled jobs. Also, the workers are good friends and have worked
together since their Halliburton days. This produces an atmosphere that is good for communication
between all employees. Managerial decisions can be quickly passed down the line of employees at
SSSl.

Larry isin charge of al production/operations decisons. He directly communicates to the field
workers servicing job criteria. Larry and Paul take turns working weekends. If a job must be
performed on the weekend, then whoever is on call performs the job. The field workers are on a
similar weekend schedule, with two field workers always on call for weekend jobs.

Jobs in the industry are obtained by bids. Customers call on the phone and Larry calculates
the price for them. If a customer wants the job done, Larry tells the field workers directions to the
wdll and the criteriain which to perform the job. Usually the owner of the well is at the well location
during the service job.

SSSI currently has two eighteen wheel pump trucks, one having the capacity to hold 1,000
gdlons of chemicd mixture, while the other capable of holding 1,500 gallons of mixture. Whenever
SSSI gets more than two jobs at the same time, they have to turn down the job. Larry saysits not as
bad asit sounds because they can perform four jobs with the two trucks in a days work, performing
two jobsin the morning and two in the afternoon. SSSI has a sand truck which can haul up to 25,000
pounds of sand, and various other transport trailers and accessories. (SSSI also has a contract diesel
mechanic that ison call in case atruck breaks down.)

SSSl aso has a 5,000 square foot office building, a 3,000 square foot equipment shop, and
a 1,000 sguare foot storage building for sand and chemicals all on asix acres lot northeast of town.
The field workers sometimes use the equipment shop for personal uses.
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MARKETING

SSSI advertises in the yellow pages of the phone book, high school football and basketball
programs, church bulletins, and The Albany News. SSSI also purchases five one minute radio ads
during broadcasts of local high school sporting events. There is no specific budget SSSI follows
pertaining to advertising.

Larry visons SSSI as a means of helping the community that he livesin by supporting local
commerce. SSSI has also brought new jobs to the community of Albany. He feels that helping the
community is his duty. Larry says:

“Albany is my home. Everything that happens around here is everyone' s business. Helping
peopleisaway of lifefor the people of Albany. | smple do my part in helping Albany be a great place
to raise afamily for hardworking people.”

FINANCE/ACCOUNTING
SSSI outsources its finance/accounting needs to a local CPA who provides Statements of

Income and Balance Sheets each month. Exhibit 2 displays SSSI financia data for the past three
years.

Exhibit 2
Income Statement from SSSI
1994 1995 1996
Sales $548,460.26 $501,569.21 $593,525.70
Total Expenses $458,891.86 $462,107.21 $536,295.71
Net Profit $ 89,568.40 $ 39,462.00 $57,299.99
Balance Sheet for SSSI
1994 1995 1996

ASSETS
Cash $64,863 $58,356 $64,752
Accounts Receivable $77,324 $71,225 $94,757
Inventory $11,092 $18,375 $18,375

Total Current Assets $153,298 $147,957 $172,756
Truck $120 $120 $36,396
Equipment $5,600 $2,368 $9,707
Pickups $25,880 $20,178 $33,048
Building and Land $70,519 $67,929 $65,339

Total Fixed Assets $102,119 $90,595 $144,490

Total Other Assets $18,871 $1,180 $1,180
TOTAL ASSETS $274,287 $239,731 $318,426
LIABILITIES

Total Current Liabilities $19,342 $12,897 $20,563

Total LT Liabilities $42,876 $26,643 $67,521
TOTAL LIABILITIES $62,218 $39,540 $88,084
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Retained Earnings $125,977 $166,676 $180,370
Capital Stock $1,000 $1,000 $1,000
Bonus Payable ($2,597) ($6,947) ($5,258)
Net Profit $89,670 $39,462 $54,300
TOTAL EQUITY $214,050 $200,191 $230,342
TOTAL LIABILITIES & OE $276,268 $239,731 $318,426

SSSI has very good credit with the surrounding banks in town, due to Larry’s community
involvement and his commitment to debt management:

“My business has very little debt and that is the way it will stay. If | have the money to buy
something, | will buy it, if not, | will probably passit up. Debt to meis to used only in an emergency.”

From following the guidance of Larry, SSSI has established itself as the premier servicing
busnessin the area. Larry has more experience in the servicing industry than any other competitor.
Wl drillers from around the area call Larry on aregular basis and seek his professional advice on
how to treat wells. Ask anyone in theindustry, customer or competitor, and you will hear comments
about how smart and experienced Larry Shoemaker is and how important he is the oil well servicing
industry in West Texas.

THE FUTURE

The questions that concern Larry most are should he continue on working as president of
SSSl, pursue a product development strategy by concentric diversification through cementing jobs,
or just retire and maintain his ownership interest in the business? Another alternative might be to
expand by picking up anew eghteen whed pump truck to servicejobs that are currently being turned
down due to SSSI’s lack of equipment and manpower. A plan of action needs to be developed for
the near future.
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TRANSFORMATION MANAGEMENT AT CSA, INC.

Michelle Talor, Florida Tech
Robert D. Gulbro, Athens State University

CASE DESCRIPTION

The primary subject matter of this case concerns management of change. The case hasa
difficulty level of level four. The case could be discussed in a one-hour class meeting, and is
expected to require up to two hours of outside preparation by the student.

CASE SYNOPSIS

Latein 1995, several senior managers recognized that several critical issues had surfaced
and began calling for change. External pressures, such as changesin markets, government priorities
and budget allocations, increases in competition, and competition for good empl oyees were some
of the critical issues facing the company. Although CSA had experienced 30 years of growth, it was
recognized that growth was no longer guaranteed if the company did not change, especially in light
of rapidly changing conditions.

BACKGROUND

CSA, Inc. (* actual name withheld, permission to use name was denied) was founded in 1966
with a single purpose; to solve the most demanding current technical problems. The company
established itself as a technological innovator by working for the United States government and
providing modeling, smulation, anadyss and evauation of integrated navigation and guidance systems
for such high profile programs as the Minuteman Missile and the Space Shuttle. Thiswork led to the
firm's technically renowned reputation in the areas of geodesy, radio navigation, radar, sonar,
mapping science, and optical systems. In the 1970s, its efforts spread into the areas of information
management and decision-support systems for the government, analytical approaches for disposing
of nuclear waste, and software engineering for embedded software systems. CSA broadened its
expertise through acquisition of companies speciadizing in the areas of reconnaissance,
communication, intelligence, and redl-time weather information. These capabilities have enabled CSA
to strengthen its market position as well as to break into new markets.

Then, in 1991 CSA ITSELF was acquired by aleading global information services holding
company. The holding company’s businesses were focused on the dataintensive financial information
and communications/ computer information markets. Today, CSA has more than 2600 employees,
with annual revenues in excess of $385 million, and more than 25 offices throughout the United
States and the United Kingdom.
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SITUATION

In January of 1996, the firm's CEO and a group of senior CSA managers began evaluating
the company’ s position and thinking about the future of the company. They knew that the world was
changing and could easily leave the firm behind if changes were not made. Many external changes
were occurring that had an impact on the company. For example, there was a continued decline in
the Dept. of Defense budget, with more competitors strongly competing for the remaining customers.
Also, magjor prime contractors were targeting CSA’s professional services business. At the same
time, numerous externd job opportunities for CSA employees were causing good employees to leave
the firm.

Although CSA was doing well, the CEO knew that past performance was no guarantee of
future success, and concluded that some key changes in how the company did business were
necessary to sustain itsrecord of success. The CEO knew that CSA would have to change whether
it was directed to or not. During the early part of 1996, the CEO and other managers met with the
employeesto discuss what was happening in the various markets and why the firm needed to change.

CSA explained to its employees that several of the firm's goals were not being met and
cooperation throughout the organization must improve to better serve customers. The company also
recognized the need to improve the depth and focus of its technology/experience base. Lastly, in
order to support and achieve growth targets, CSA had to improve its own technology infrastructure
as well as curb turnover rates and competition for new employees. The CEO and managers aso
identified and presented the factors necessary for the change to be successful. The firm needed strong
leadership that could involve employeesin future ectivities but at the same time hold those employees
accountable who did not accept those new company strategies.

The CEO held meetings with employees and ended each of them with this quote, “What
separates the great companies from the good companies is the ability to adapt to the changing
environment before being forced to change by afinancia or business crisis.” The CEO traveled to
severd of the company’s offices to personaly present the Situation. For the locations he was not able
to reach and for employees who missed the presentation, a video was put together and distributed
to each and every office.

THE CHANGE PROCESS

CSA had never undertaken a forma change effort before and knew that a very high
percentage of these types of programsfail. To avoid mistakes, CSA hired an outside consultant who
had worked with other successful companies such as GE, Disney, and PepsiCo. As a change agent,
the consultant provided the company with aten-step process that was used to guide the change effort.
These stepsincluded communicating a sense of urgency, and to develop a clear, strategic framework
within which change could occur. Also, the firm needed supportive managers that could focus on
big ideas and involve people in the process. Management had to set realistic targets, obtain better
coordination, benchmark important measuring points, and to find ways to relieve the pressure on all
employees.

CSA began the change process in February 1996 with the CEO and top-level managers
informing and enlisting the aid of al managers. The consensus of the CEO and managers was that
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the change process should set ambitious goals and ingtitute change in areas that would have a
beneficid and lasting, Strategic effect on the future of the company. To do that, three task forces for
addressing critical issues were created. These three task forces were:

Corporate Values Task Force. The CEO and managers felt that it was important to define
the values of the company that should endure even in the face of change. This task force was
chartered to identify and articulate the firm’s enduring values.

Pricing Task Force. Thistask force was chartered to look at how the firm constructs its labor
cost multipliers, how it compares with competitors, and what actions could, or should, be taken to
reduce direct and indirect costs so it could be more competitive.

Operations Task Force. The charter for this task force was to investigate the issues
surrounding alternative pricing strategies. This group would focus on making the firm more
competitive while at the same time maximizing profits.

While the task forces were researching and reviewing their tasks, the CEO and management
began development of a strategic framework. The framework began with a formal survey of
customers, followed by an assessment of markets, competitors, and core competencies. The
framework developed provides a high-level look at CSA’s guiding mission, values, targets, and
strategy for the next severa years.

Once the strategic framework for the firm was developed, the change efforts were greatly
accelerated. In Jduly 1996, the “ Transformation Staff” was appointed. This staff was made up of five
employees who were reassigned to oversee the change efforts on a full-time basis. The
transformation staff turned its attention to four major elements of the change process. These
elementsincluded the following: Being a greet place to work — everyone must redlize that people are
the core of the company's capabilities and must enjoy their work. Sharpening the competitive edge
—technologies, costs, skills, processes, etc. must al fit. Maximizing national security — the company
must refocus on the core business without the exclusion of commercial or government diversification
efforts. Thinking big — the company must have a large impact on any new markets entered or
opportunities pursued, and must apply resources wisely to each activity.

Then in August, with the aid of senior managers, the change process was introduced to the
employees. Again, the reasons for change and the requirements necessary for successful change were
addressed, dong with the *Big Ideas,” which were the bases for the change process. The introduction
of thefour ‘Big Ideas presented a major opportunity for employee involvement and for employees
to work as change agents for the company. The idea behind recruiting internal change agents was
to actively involve CSA employees in the change process and obtain their commitment to the future
of the firm.

It was recognized that if employees acted as change agents they could help identify areas that
needed change, help to flesh out the challenges associated with changes in a particular area,
recommend dternatives and timetables, communicate findings, and finally could promote and assist
in implementation. At this time, two important groups in the change effort were identified (one
internally focused and one externally focused) and began to address the first two big ideas.

1) Great Place to Work Task Force. This group was given the task of identifying, defining,
and setting priorities, and then recommending specific actions that would make CSA a great place
towork. Thistask force used employee insights gained through group feedback, surveys, and one-
on-one interviews to understand what changes were needed to make CSA a better place to work.
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The group aso looked externally by reading articles highlighting best practices and by visiting other
companies to learn how to succeed in achieving an engaged and empowered workforce. Changes
were implemented immediately after approval or within 90 to 120 days of approval. Some major
changes that were implemented included an enhancement of the flexibility of the work environment
through casual dress, flexible work schedules, and a pilot program for telecommuting. In addition,
an Employee Awards Program was begun to recognize excellence and reward outstanding
performance by individua employees. Finally, the firm eliminated bureaucratic procedures to help
streamline decision-making and greatly reduce the number of approvals required on the company’s
most used forms. The firm encouraged the notion of fun in the workplace with the creation of ‘fun
teams across CSA to bring people together and build team spirit. A program called ‘life works was
introduced that provided information and consultation to support employees in facing the challenges
of balancing work and family commitments.

2) Sharpen Our Competitive Edge Task Force. This group’s purpose was to identify, define,
set priorities, and recommend specific actions that would make CSA more competitive in its markets.
This task force spoke with a large number of people to collect input and suggestions to help in
planning. These benchmarks became instrumental in developing strategies to help CSA become more
competitive in the industry. The company began to implement changes within 90 to 120 days. Some
of the mgor implemented changes were to publicly reward and recognize those employees who had
contributed exceptiona technical performancesto CSA or to customers. The firm provided intensive,
high-quality training to a sizable number of staff members in strategically targeted technology areas.
The company’sinternal R& D programs were enhanced through a concentration of efforts on fewer
but larger programs that were aligned with corporate technological priorities. The firm recognized
individuals who achieved advanced degrees through a tuition reimbursement program, thus
demonstrating the value of having highly educated professionals. The potential for staff rotation
between programs and geographic locations was considered to foster career growth and renewal for
employees.

At this point, it was time for CSA to address issues more specific to individua groups and
business units. These issues dealt with global, cross-organizational retention and competitiveness.
The next two ideas, maximizing national security growth and thinking big, were to be targeted with
task forces that would begin working in 1998. The groups would follow the same processes as its
predecessors. Thelast two ideas would require the management team to continually ensure that line
and administrative organizations recognized their responsibility for ownership of the transformation
of the organization.

CSA was very successful in implementing the changes concerning being a great place to work
and in strengthening the competitive edge ideas. The CEO, management, and many employees felt
that the company did a great job in implementing the changes. Many of the employees appreciated
the company for pursuing the great place to work idea first. In regard to the 'strengthen our
competitive edge idea,’ many employeesfelt that the changes would help CSA to be more successful,
but only if the entire company truly makes a commitment to succeed.

Of course, along with those employees that respected the efforts and changes, there were
those who didiked the whole process. While a small percentage of the employees felt that although
some of the ideas were great and could succeed, others thought the company just wanted to |ook

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 50

good on paper. The mgority of the employees, however, supported the changes that were
implemented.

DISCUSSION

Smooth implementation of organizational change requires broad support for it to be
successful. In this case the firm started the change process on a positive note by making it a better
placetowork. This action on the part of the firm communicated that the employees were the most
important part of the change. Credibility by firm management is extremely necessary when making
major changes in processes and activities. The magjority of the employees thus bought in to the
changes and helped to make them work instead of passively resisting the entire process.

FUTURE EXPECTATIONS

Although, the CEO and management know that while many important changes have been
made thusfar, they also know that there is still much to do to strengthen CSA and ensure the future
desired by all. They fedl that the next stage in the change process is about the business units and
individual groups and the role of each in CSA reaching that future. They have no doubts that the
change process of CSA will only succeed through the involvement of al of its many employees.

SOURCES

Company web dte, interviews with selected employees, and various annual company reports.
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COMPENSATION AND MANAGERIAL TURNOVER:
WHEN SAMTEC'SINCENTIVE PROGRAM
CREATED DYSFUNCTIONAL TURNOVER

Robert D. Hatfield, Morehead State University
Ron Cheek, Morehead State University
Martha L. Sale, Morehead State University

CASE DESCRIPTION

This real case, set in the mid-1980's and ending in 1997 places the student at a critical
decision point about a bonus system Samtec, a high-tech employer with under 200 employees at its
Indiana plant, hasin place. The generous performance-based bonus can double the modest incomes
of plant assemblers, but is making managers rich. Three of these managers, who are received
bonuses of up to three times their salary for several yearsin a row, have resigned from Samtec to
start their own businesses. Students are put in the position of the owner and top managers and
asked whether they should change or eliminate these huge bonuses.  The Freshman and Sophomores
will be able to discuss the effects which they think these bonuses are having. Juniors and Seniors
will profit from discussing whether there are ways to change the bonuses and still accomplish
Samtec’s goals. Seniors and masters-level students should profit from a deeper discussion of
whether bonuses should match the strategy of the organization, and what other incentives might be
available which are appropriate. Discussion in class can take as little as thirty minutes (to simply
address Samtec’ s bonus system) or as much a ninety minutes if all of the compensation alter natives
and Samtec goals, philosophies, and situations are discussed. The instructor can be ready after
spending about thirty minutes with the materials.

CASE SYNOPSIS

This case examines the use of incentive pay at a small high-tech company, Samtec. Bonuses
based upon continuing high company profits are doubling the income of the common assembly
hourly employee. Managers are receiving bonuses over $100,000 per year each year for many
years. 1n 1986 over half of the top managers resign to start their own businesses and Samtec is
forced to reassess the effectiveness of their bonus formula and system. The case includes Instructor’s
Notes which contain additional update information in the Epilogue along with Discussion Questions
and suggested answers.

PART |: BACKGROUND OF SAMTEC

Sam and hiswife Betty Shine started a small manufacturing company in Southern Indianato
supply tiny wire connectors made of platinum, gold, and other metals to the fledling computer

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 52

industry in 1976. Sam lead not only in originally defining the mission and strategy of the company,
Samtec, but lead in designing its effective Human Resource approaches as well.

Today, Samtec, Inc., is a worldwide manufacturer of PC board level interconnects.
Worldwide Samtec revenue is $125,000,000. Samtec has 5 manufacturing plants and a total of seven
offices around the globe including officesin Scotland, Singapore, Germany, France, Italy, and Japan.
Samtec is dill privately held and continues to employ about 200 employees at the Indiana plant and
office. The son of Sam and Betty is now the president, John Shine. Samtec, Inc. is 1SO9001
registered with a4-A1 Dun and Bradstreet rating, the highest available for a corporation this size.
Samtec is recognized as the service leader in the connector industry.

Part of the founding strategy of Samtec was a niche strategy of providing fast and “sudden
service’ to manufacturers and industry users in a scheduling bind. This strategy demands that the
workforce be willing and able to hurry orders, often smdl, through the manufacturing processes using
the less stable “job shop” scheduling approach. In contrast, large manufacturersin the area, which
includes Louisville, Kentucky, used more controlled scheduling approaches which leveled the work
required of the employees and provided a more stable environment. Further, the Shines realized that
supplying computer board connectors was arelatively new industry which was dependant on another
fairly new high-tech industry - PCs and the expansion of computer technology. Being part of the
early stage of the product cycle often creates instability and percelved insecurities among employees.

There were aso important internal factors which effected the origind personnel policies which
were not necessarily linked to the strategy of Samtec. From an internal aspect, the work of producing
and inspecting tiny connectors made of valuable metal's can be considered light assembly or inspection
work. Infact, the modern facility is comfortable and air conditioned. Further, while the production
duties require detail and good eyesight, training requirements for the manufacturing jobs are not
extensive enough to consider the jobs “highly skilled”. Therefore, the mgority of the staffing
requirements are for semi-skilled, light assembly jobs.

There are least a couple of important external factors which are important to Samtec’s
personnel policies. Barriers to recruitment included name recognition, location, and skill
requirements.

Since the development, manufacturing, and distribution of computer and solid state
connectors deals with industrial clients, rather than the household consumer, few people outside the
industry are likely to hear about Samtec and its products. This means that from a household
consumer standpoint, Samtec is a very low profile employer.

The attractive new industrial park where Samtec chose to locate isin New Albany, Indiana,
which has alimited population of only 14,500. In the 1970s the population was well below its current
level. New Albany is located north of the population center of the region, Louisville, Kentucky,
where the population is over 600,000. Most residents of Louisville would have to drive to, then
through, the congested downtown area before entering southern Indiana. This means that the most
likely applicant pool islimited to the small townsin and around New Albany.

The development of both the products (connectors and related hardware) and the
manufacturing technology to produce these products requires a small but critical staff of specialized
engineers. Historically, recruiting for engineers has been very competitive in the Louisville area.

Congdering both the interndly and externdly driven challengesto staffing, the Shines decided
to install a compensation and benefit package which would meet these challenges. As sole
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proprietors, the Shines decided that they wanted to share a significant portion of the profits with the
employees. Sam told employees “I would rather split the company’ s profits with my employees than
split it with the IRS.” While job technology, community relations, managerial style, workplace
justice, training, and other important issues were also focused upon, Sam believed that the total
compensation program was a key to successful staffing in New Albany. In fact, the plan was for
Samtec’ s compensation to be well above that expected based upon the location and skill.

PART II: THE BONUS

First, Samtec decided to use awage survey to reveal the average wages for benchmark jobs,
including light assembly. Such wages are higher in the urban areas of the region and somewhat |ower
in the more residential or rural aress.

Second, the decision was made to not focus upon the base wage as the specia attraction of
the pay approach. Samtec decided to pay the average wage (for the residential area) of the wage
survey as its base wage. Sam was convinced that the sharing of any Samtec profits needed to be
linked to performance.

Third, acaculation or equation needed to be determined which would link any profit-based
with the performance(s) of concern to the Samtec owners and management. This required Sam and
the five top managers to decide just what results they wanted to reinforce with their incentive
approach.

Sam was dissatisfied with the typica profitsharing plans which were common in the late
1970s. Typicaly, employees received some percent of their salaries based upon the general profit
results of the company for which those employees worked. Many companies would pay “up to 9%”
(or whatever number) based upon the fact that the company was profitable that past year.
Unfortunately, this generally does not provide a very clear link between the work or effort of the
individual and the bonus recelved. In large companies, or in international companies, the efforts of
any oneindividua are generally unrelated to the profits of the employer. Perhaps the only behavior
being reinforced in such profitsharing schemes is that of staying with a profitable company.

Sam aso wanted to help spawn entrepreneurs. He had started as an employee and had later
ventured out successfully as abusiness owner. He stated that Indiana and, indeed the nation, needed
for more people to step out and try to make a successin small businesses. Sam, later recognized as
Entrepreneur of the Year in Indiana, philosophically believed that small businesses were good places
to work and good for the economy. Sam knew that entrepreneurs need capital.

Based upon a determination of what performances were to be rewarded, two formulas were
determined: one for nonmanagerial employees, and another for managerial employees.

Nonmanagerid employees, primarily 150 assemblers, receive a point value determined by job
evaluation. Harder and more advanced jobs had a higher base wage and higher point values. These
job _evaluation points are then multiplied by the performance appraisal score. The review or
performance appraisal reflects the performance of that individua over the past twelve months.
Seniority was also given some weight. These three factors are then multiplied by a Samtec profit
allocation amount, which is based upon the profits of the past year.

The results for many years in a row, through the 1980s, was that the assembler with good
performance would receive a bonus equal to that assembler’s annual income. For example, if the
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assembler made $10 per hour ($20,800 per year) then the assembler might receive about $20,000 in
year-end bonus. An inspection of the plant parking lot always revealed a lot of new carsin January
after the pre-Christmas distribution of bonus checks.

The fifteen managerial employees were under the same formula except another factor was
added. The factor of meeting and exceeding departmenta and plant goals (as appropriate to the job)
strongly effected the formula. The effect of this added element in the bonus formula changed the
functiond maximum (there was no absolute maximum) from a factor of 1 times the annual base pay
to afactor of about 3 times the base pay. The results were that for years without interruption a
manager making $45,000 per year would receive a year-end bonus of $135,000. The effect of this
huge comparative bonus was well beyond that of new car purchasing.

PART I1I: REASSESSING THE BONUS

In 1986 Sam and the Samtec managers had to dedl with an unusua problem. Three of the top
five managers had resigned. The reason these three top employees gave was that they had
accumulated so much money over the past five years or more that they were each ready for alife style
change. One opened a plant similar to Samtec and the other two also opened their own businesses.
While Sam and the coworkers of these three were certainly outwardly happy for the exiting managers,
they were aso very concerned about whether the bonus system, as implemented, was effective for
Samtec.

On the short term, the loss of three of the top five managers at once put great stress on the
organization. There was some fear that other managers might decide to resign. Further there was
alot of discussion among honmanageria employees about the greater generosity of the manageria
bonus.

On the long term, Samtec thought that it should reexamine the amount, formula, and timing
of itsbonuses. Sam had desired a bonus system which would create entrepreneurs. This goal was
being met. However, Sam had imagined key employeesleaving only one at atime. The formulawas
based upon individua performance factors and also included departmental or plant performances for
managerid employees. Sam had dways paid the bonuses prior to Christmas to enhance the holidays
for hisemployees. Employees were growing to expect this large annual bonus. Sam predicted that
there would be years in which there was little or no profit to share. Should the bonus system be
changed to “prepare” employees for this likely event?

Samtec brought in one of the authors as a consultant at this point.

DISCUSSION QUESTIONS
1. Based upon the facts presented would you recommend that Samtec change any part of the bonus
system? If so, would you change both the managerial and nonmanagerial bonuses? Give the details

of any changes you recommend.

2. Arethe gods and performances which are built into the current formulas appropriate for Samtec’s
stated situation, philosophy, and strategy?
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3. Explain how your recommendations reinforce Samtec’s philosophy and strategy, and explain if
your recommendations properly reward the performances and goals seen as important by Samtec.

4. What isyour approach to preparing employees for a possible year(s) in the future when there may
be no profitsto share, and therefore, no bonus check.

5. Would you like to work for Samtec?
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SOUTHWEST AIRLINES: WHEN ARE
WE NO LONGER SMALL?

William T. Jackson, Stephen F Austin State University
WJIACKSON@SFASU.EDU
Larry R. Watts, Stephen F Austin State University
LWATTS@SFASU.EDU

CASE DESCRIPTION

Herb Kelleher sat staring out of hiswindow reflecting on the past year of events. The annual
report for 1996 was about to be released to the general public. While most of the captions within
the report highlighted another successful year for the carrier, Herb could not help but wonder about
some changes for the future.

Reminiscent of the early years, government intervention was trying to deliver some severe
curve balls to the company. Of greatest concern was a new tax structure being imposed on air
travel. While some attempt at hedging against the impact of this new legislation had already
occurred, those airlines flying short-haul, frequent flights are still the most effected.

Also, with Congress giving the go ahead for airlines to fly long distance from Love Field,
increased carrier traffic isa certainty. Not only will there be increased competition out of Love
Field, but with increased congestion comes air traffic risks.

first airplane took off at Love Field in downtown Dallas in June of 1971. This period
involved There have also been some recent signs that the once impenetrable armor of company
morale was beginning to show some cracks. While the dispersal of personnel has become dramatic
over the last several years, the glue that seems to have held the company together remained its
“ CEO and general hero” , Herb himself.

HISTORY

The early years provided numerous challenges to Southwest, and set the stage for what has
followed over the last twenty-five years of operations. As management of the company insists today,
this is when the Southwest spirit was born.

In 1996, Rollin King, a well-respected businessman of San Antonio, came to Herb Kelleher
with an ideatoo preposterous to ignore. As Herb sat in his law office where he had been practicing
for severd years, he listened to King' s vision of starting a Texas airline that would serve Dallas, San
Antonio, and Houston using heavy jet equipment.

Although thisideawas novel for Texas, it had aready proven itself in California (a state very
similar in regard to geographic separation of major cities within a state) through PSA and Air
Cdifornia Both of these carriers had been extremey successful with intrastate coverage, even during
aperiod of high government involvement.
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Because of hislegal prowess (not to mention his entrepreneuria spirit), Herb Kelleher was
an ideal candidate to assist in getting the carrier off the ground. It took over three years from the
timethat Herb filed the initid gpplication to fly these routes before the considerable legal positioning
to counteract the activity of other competitors that were flying these routes—Braniff, Texas
International and Continental. Numerous suits were filed against Southwest, and the early years
involved standing up againgt these giantsin the courts. These battles finally culminated with the U.S.
Supreme Court refusing to hear the complaints of the other carriers, and Southwest was finally free
to fly the skies of Texas.

The battle was not over yet though. The next two years of striving to become profitable was
the next hurdle to clear. Then, just when the black ink was hardly dry, Southwest was again taken
back to court by the cities of Dallas and Fort Worth for refusing to move their operations to DFW
Internationa Airport. Once again the fight went all the way to the U. S. Supreme Court. As before,
Southwest emerged victorious.

Through these hardships, as well as those encountered after the implementation of the Airline
Deregulation Act of 1978, Southwest developed its personality of doing things unconventionally.
This maverick attitude continues to permeate throughout the company to this day.

As the most recent annual report states, the company has just completed their twenty-fifth
year of profitable performance. Southwest has growth each year from aregional carrier with four
airplanes to one with over 243 airplanes today, and serving a substantial part of the country. They
must be doing something right.

MARKETING
Promotion

Southwest has long been known for its creativity in regard to promotion. Although the public
was very cognizant of Southwest’s ads, it was often more for each ad’'s impact rather than the
guantity of ads. AsKdliher once said, “...we couldn’t afford much out of the pocket, so we had to
spend out of the mind.” These ads certainly caught not only the attention but also the affection of
the customers.

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 58

A fter lengthy deliberatio
 the highest exccutive leve

and exfensive consulfation
with our legal departmen:
we have arrived at
official corporate respon
MNorthwest Mirlines’ clai
to be number one
in Cuastomer Satisfactios

.

ngiﬂ.n liar. Pants on fi e,

S ! 3 ez prer g .—\.I'.‘-q-\._q'ti_ﬂﬂ 1-B00-T-FLY-SWWA - B0

Thisflair for creativity didn’'t end in the seventies. A good example of this can be seen if this
example of an ad that appeared in 1992. When Northwest Airlines advertised that they had the
highest customer satisfaction level in the industry (even though Southwest was not included in the
sample), Kelliher responded with this satirical essay.

A recent trend in promotion used by Southwest for those that are “connected” is the use of
the Internet. While their home page (www.iflyswa.com) is used
for reservations and as a source of schedules, it provides
congderable information and entertainment for anyone interested
in the firm.

Price

Low prices have aways been the stalwart for this HAVE T[l HNSE UI.IHS
Compa_ny. For SOUthweg: it is more than JUSI a functional %ﬁﬁ%ﬁﬁiﬁzﬁ%ﬁ?ﬁ%ﬁiﬂﬁe”ﬁﬁ%ﬁ
strategic decision, it is a way of life. As the company’s 96 ﬂﬂi@‘%ﬁegm;@mfbmzﬁ&ﬁf
Annua Report declared: “We're not a low fare airline, we're e Aumpsiothe

THE Low Fare Airline. The differenceisn’tin our prices; it's

AIRLINES
Just Plane Smart.
1-800-LFLY-SWA
(1-800-435-9792)
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in our philosophy.” Thisistypically reflected in their promotion as can be seen in response to the
ever present price wars within the industry.

Asdiscussed in operations of the firm, this can only be done when you have extreme control
over your costs. Many firms, not as efficient as Southwest, have tried this approach with little to no
success.

Product/Place

While stressing a no frill product of transportation from point A to point B, Southwest has
been extremely successful in customer satisfaction. As Herb recently pointed out to shareholders,
the company had won its third annual Triple Crown for best baggage handling; best on-time
performance; and fewest customer complaints per customer carried. This is very impressive
considering that Southwest flew 624,476 flights, carrying 42,742,602 passengers. In addition, they
were recognized asfirst in the Airline Quality Rating statistics.

Although the company had been started on the concept of inter-state Texas, flying between
Ddlas, Houston and San Antonio, their current route coverage reflects a strong national coverage.
The carrier now provides service to 49 cities in 24 states with numerous localities requesting air
service.

Nashville, TN Oakland, CA 195 |
: Nashville Los Angeles 1,797 !
i Nashville Las Vegas 1,588 i
i Albuquerque, NM  Orlando, FL 1,547 i
i Louisville, KY Phoenix, AZ 1,507 ;
i Albuquerque Tampa, FL 1,498 i
| Kansas City, MO  Oakland 1,497 |
| Nashville Phoenix 1,450 !
i K ansas City Los Angeles 1,368 i
i New Orleans, LA Phoenix 1,314 i
i Houston, TX Las Vegas 1,235 i
| San Antonio, TX Los Angeles 1,210 |
! St. Louis, MO Sdt Lake City, UT 1,167 |
i K ansas City Las Vegas 1,146 i
i Orlando San Antonio 1,037 i
i Orlando Austin 998 i
i Baltimore Kansas City 961 i
! Providence, RI Nashville 906 !
i LasVegas Seattle, WA 865 i
i Austin Phoenix 864 i
i Orlando St. Louis 861 i
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In addition to their increased geographical
coverage, Southwest has engaged in their effort to increass
the distance of their flights. Whilethis approach is partial
due to the vast expansion made in its geographical
coverage, others would argue that it is in response tog-=-
recent tax law changes. In July 1997, Congress
implemented a new tax structure effective October 1, 1997 §-
The basic change is to eliminate the flat ten percent tax onf
ticket prices and to implement a flat tax per flight.
Therefore, aflier would be charged the same tax for a 400
mile flight as it would for a 1,000 mile flight. For short-
haul frequent flight carriers such as Southwest, thig
represented a considerable increase in taxes for its
customers. Further, for a firm that prided itself in offering affordable airfare, this represented
increased cogts for its customers. The increase in longer flights (more than a dozen over 1,000 miles)
equates to an increase of two and one half times its average flight of 410 miles.

Things have not always gone smoothly for the carrier as they experience these massive
growing pains. Probably one of the darkest days for Southwest occurred on January 11, 1995—a
day referred to by the company as Black Wednesday. It was on this day that, due to bad weather in
five of the Midwest cities the company serviced, that the company almost lost control. It was so bad
that the company, which at the time was monitoring al scheduling with paper and pencil, lost track
of scheduling for dl five of those cities. This situation escalated to the point that by the next day the
company was looking for crews and airplanes that were scattered all across the country.

EQUIPMENT

Southwest has for many years been recognized as a carrier with one of the youngest fleetsin
the industry. The company continues to follow the philosophy of utilizing only one type of
aircraft—Boeing 737s. As Table 2 shows the average age of thisfleet is only 7.9 years which is well
below the industry average. Of the total number of aircraft, 124 are owned and 119 are leased.

In addition to the generd benefits associated with a newer fleet, 81 percent are aso equipped
with the quieter, more fuel efficient Stage 3 engines. Of the older planes,

A 737-500 takes off from Boeing’s Seatile facility
on jt=wov 1o ¢ now bome with South

o " -
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TABLE 2: SOUTHWEST AIRLINE'SFLEET

737 TYPE

200 SERIES 122 16.1 47
300 SERIES 137 6.0 171
500 SERIES 122 5.7 25
T OT A L / 133 7.9 243
AVERAGE

the company has order 20 hushkits (with options for 14 more) to be installed to alow these planes
to meet Stage 3 noise standards.

Southwest will continue to ensure the youth and efficiency of their fleet by the aggressive
acquisition of the newest version of the 737—the 700 model. The arrival of the first plane is
scheduled for the fourth quarter 1997. The new 700 series will fly faster, farther, and higher than the
previous models.

LEADERSHIP

Even though Herb Kelleher might disagree, at the center of the effectiveness of leadership
within the company is Herb himself. It is through his unorthodox delivery of common sense
principles that leaders at Southwest inspire the workers below them.

Herb suggests we need only follow afew simple rules to motivate people to do their best.
Theserulesinclude: Wak your walk (do what you say you are going to do); Focus on things you can
control; Be prepared; Sharpen your political skills (politicsis realy only dealing with people); Love
people to action; and Listen for more than you hear.

st Adirlines, Co.
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SOUTHWEST AIRLINES
CONSOLIDATED BALANCE SHEET

For the Y ears Ended December 31, 1995 & 1996
(in thousands except share and per share amounts)

December 31,
1996 1995
Assets
Current assets:
Cash and cash equivalents $581,841 $317,363
Accounts receivable 73,440 79,781
Inventories of parts and supplies, at cost 51,094 41,032
Deferred income taxes 11,560 10,476
Prepaid expenses and current assets 33.055 24,484
Total current assets 750,990 473,136
Property and equipment, at cost
Flight equipment 3,435,304 3,024,702
Ground property and equipment 523,958 435,822
Deposits on flight equip. purchases con. 198,366 323.864
4,157,628 3,784,388
Less allowance for depreciation 1,188,405 1,005,081
2,969,223 2,779,307
Other assets 3,266 3,679
$3,723,479 $3,256,122
LIABILITIESAND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable $214,232 $116,530
Accrued liabilities 380,747 349,419
Air traffic liability 158,098 131,156
Current maturities of |-t debt 12,327 13,516
Total current liabilities 765,404 610,621
Long-term debt less current maturities 650,226 661,010
Deferred income taxes 349,987 281,650
Deferred gains from sale and |easeback
of aircraft 274,891 245,154
Other deferred liabilities 34,659 30,369

Stockholders’ equity
Common stock, $1.00 par value:
680,000,000 shares authorized,;
145,112,090 and 144,033,273
shares issued and outstanding
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in 1996 and 1995, respectively 145,112
Capital in excess of par value 181,650
Retained earnings 1,321,550
Tota stockholders' equity 1,648,312
$3,723.479

SOUTHWEST AIRLINES

CONSOLIDATED STATEMENT OF INCOME

(in thousands except per share amounts)

144,033

162.704
1,120,581
1,427,318
$3,256,122

Y ear ended December 31,

1996 1995 1994
Operating revenues.
Passenger $3,269,238 $2,760,756  $2,497,765
Freight 80,005 65,825 54,419
Other 56,927 46,170 39,749
Total operating revenues 3,406,170 2,872,751 2,591,933
Operating expenses.
Sdlaries, wages, and benefits 999,719 867,984 756,023
Fuel and ail 484,673 365,670 319,552
Maint. materials and repairs 253,521 217,259 190,308
Agency commissions 140,940 123,380 133,081
Aircraft rentals 190,663 169,322 132,992
Landing fees and other rentals 187,600 160,322 148,107
Depreciation 183,470 156,771 139,045
Other operating expenses 614,749 498,373 456,116
Tota operating expenses 3.055,335 2,559,220 2,275,224
Operating income 350,835 313,531 316,709
Other expenses (income):
Interest expense 59,269 58,810 53,368
Capitalized interest (22,267) (31,371) (26,323)
Interest Income (25,797) (20,095) (9,166)
Nonoperating (gains) losses (1.732) 1,047 (693)
Total other expenses 9,473 8.391 17,186
Income before income taxes 341,362 305,140 299,523
Provision for income taxes 134,025 122,514 120,192
Net income $207,337 $182,626 $179,331
Net income per share $1.37 $1.23 $1.22
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COMPETING INTHE HIGHLY COMPETITIVE
ISP INDUSTRY FROM THE VIEW OF A SMALL FIRM

Linda J. Morris, University of Idaho
John S. Morris, University of Idaho

CASE DESCRIPTION

The case focuses on the business strategies of a small, local Internet Service Provider (1SP)
asthe ISP industry enters the shakeout period. A secondary issue is how a small firm can compete
with the marketing muscle of large 1SPs such as American OnLine and CompuServe. The caseis
suitable for upper-division courses in strategic marketing management and business strategy. The
case can be presented in an hour with one hour preceding to review the volatile industry trends.

CASE SYNOPSIS

Based on industry analysts' reports, the Internet Service Provider (1SP) industry is entering
the shakeout period. Large ISPs such as American OnLine (AOL), Microsoft Network (MSN),
Prodigy, CompuServe and AT& T have the marketing muscle to compete in a national market, and
it is the smaller 1SPs that must fight to survive and grow. With the growth in personal home
computers, the industry demand for internet service will continue to grow. Many small |SPs feel
they have a chance for a part of the market share by focusing on customer service. But, most
household consumers view internet service much like a household utility service; thus the industry
competes in a commodity-based pricing structure.

CyberView began as a spin-off business of a larger corporation’s internal information
systems department in early 1994. Now after four years, the ISP business unit has yet to turn a
profit, and the parent company is wondering if it is now time to get out of this business. As
competition from large, national | SPs intensifies, CyberView must re-examine its business strategy
and do more than just survive the shakeout period. For smaller |SPs, such as CyberView, it is
becoming more difficult to price at the standard $19.95 rate with unlimited access time and still
maintain their quality service standards. According to industry analysts, customers select 1SPs
based on the following five criteria in order of importance: (1) service reliability (2) service
performance (3) price for monthly fees and setup costs (4) competence and knowledge of customer
service and technical support and (5) speed and proficiency of technical support diagnosis and
repair. While some small |SPs price lower than $19.95 to attract price-sensitive customers, they
are not likely to maintain the service reliability to the expanded customer base. Additional capital
expenditures must be made to expand bandwidth and provide the value-added services that larger
| SPs can provide to household and commercial customers.
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CASE SUMMARY

Bob Dalton, the General Manager of CyberView, just received a telephone call from Tom
Samon, Chief Financial Officer for Cyber, requesting a meeting to discuss CyberView's operating
results for the past year and its projections for growth and profitability. To prepare for this meeting,
Bob needs the assstance of his marketing manager, Rian Tate, and his sdles manager, Jessie Wheaton.
The past year’ s financial reports show that CyberView is close to breaking even after four years of
operation. After showing losses for the past three years, Bob was just starting to feel better about
the operating results. However, industry trends show that the internet service industry is entering
the shakeout period. Bob and his managers must come up with a strategic business plan that will not
only help them survive during this shakeout period, but they must have a plan for growth in avery
volatile, technology-driven industry.

Cyber, alarge manufacturer of computer components, is the parent company of CyberView,
aloca internet service provider. Cyber’ sworkforce consisted of highly trained mechanical, electrical,
and computer engineers that developed many of its systems for manufacturing and management
information. In particular, Cyber had developed a very sophisticated interna management
information system to connect manufacturing unitsin its national and international offices. 1n 1994
Bob Dalton, a software engineer with Cyber, approached upper management with a plan to start an
externa internet service to the city of Boydton, population 200,000. The demographics of Boydton
appeared to be a lucrative market for internet service because of the high educational level of its
citizens and the percentage of households with computers. Also, there appeared to be a potential
| SP market among the many mid-size and smaller businesses of the region. CyberView could build
on its parent company’ s in-house technica expertise as well asits customer contacts in the computer
industry. Furthermore the reputation of Cyber as the leading employer in the area and its international
reputation for high quality computer components could help build the customer base for CyberView.
The internet service business unit appeared to be agood idea as it allowed Cyber to diversify into
another industry.

Four years have now passed and athough the customer base for CyberView has grown, Bob
Dalton has yet to see a profit from this business. As the internet service technology has improved
the added costs of technology have limited the profitability of CyberView in its start-up phase. The
standard $19.95 monthly fee seems to be the upper price point for most customers. In fact some of
CyberView'slocal competitors have even priced at $10.95 per month with unlimited service. This
pricing scheme has attracted many first time internet users and price-sensitive users. Many of these
customers are not aware that these 1SPs are not equipped to handle many customers. Asaresult,
these ISPs will provide lower connectivity rates and thereislikely to be more downtime problems
dueto the system overloads. Itislittle wonder that industry standards reflect that household users
change | SPs every six months. Unlike itsloca competitors, CyberView offers the $19.95 for the first
100 hours of internet usage. Beyond 100 hours, there is an additional $1.50 per hour. CyberView
maintains a sophisticated billing system that alerts the customer when they are within 3 hours of
exceeding the 100 hour limit. For its business customers, CyberView offersfive Internet access plans
that varied in range of benefits and monthly costs to the commercial customer. A field sales staff
along with technical support personnel would consult with each company to ensure that the network
system requirements and the services provided fit with the needs of the customer. CyberView also
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held an annua User Conference to help their business and home-based business users on some of the
latest technology development and business applications for internet usage.

AsBob Dalton plans for his discussion with Tom Salmon, he realizes that CyberView must
be a profitable business unit in order for Cyber to maintain it beyond the four yearsit has currently
existed. Furthermore, competing on price aone will not enable the firm to survive. Bob and his
management team must think about how to market their servicesto awider audience and to provide
alevd of customer service that surpasses its competitors. Bob Dalton has called a meeting with his
marketing and sales managers, to go over the industry analysis and to formulate a business growth
strategy. Bob feels it might be time for CyberView to expand beyond the Boydton region and
provide service to a three-state region in order to gain economies of scale in certain facets of the
business. CyberView has the upgraded its technology for expanded bandwidth and has established
strong relationships with router systems and other technology companies so that the firm is capable
of extending itsinternet service region. Bob fedls the reputation of the parent company, Cyber, has
certainly helped in these vendor and technology relationships and it is likely to help expand its
customer base..

DISCUSSION QUESTIONS

The key discussion questions to be addressed in this case are:
How can asmall ISP grow its customer base without diluting its customer service?
How can a small ISP compete with the large ISPs with marketing muscle and
partnership relations with computer firms and utility firms?

. How can CyberView gain economies of scale and scope that would
help it compete with larger national | SPs?
. Should CyberView use a mass market appea to households and

commercia users or should the firm find a market niche? What are
some other market segments they should pursue?

. Should CyberView expand to a three-state regional market or stay
focused on the local market with fewer smaller 1SPs competing with
the national |SPs?

. What type of pricing scheme should be used to attract and retain
commercial customers? household customers?
. What vaue added services should CyberView provide to maintain its

existing customer base?
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KING FOODS: A CASE STUDY OF THE RISK
ASSESSMENT PROCESS

Marla A. Kraut, University of Idaho
mar lam@novell.uidaho.edu

ABSTRACT

In 1992, a significant study on internal control titled Internal Control — Integrated
Framework was published. It was sponsored by the Committee of Soonsoring Organizations of the
Treadway Commission, a group of several accounting organizations. The study is often referred
to as the COSO Report. In December 1995, the Auditing Standards Board issued SAS 78, which
amended SAS55 to adopt the definition and description of internal control contained in the COSO
Report.

According the COSO Report, “ internal control is a process, effected by an entity’s Board
of Directors, management and other personnel, designed to provide reasonable assurance regarding
the achievement of objectives in the following categories:

(1) effectiveness and efficiency of operations,

(2) reliability of financial reporting, and

(3) compliance with applicable laws and regulations.”

In order to meet these objectives, the COSO Report requires that five components of internal control
be present:

(2) control environment,

(2) risk assessment,

(3) control activities,

(4) information and communication, and

(5) monitoring.

Companies are currently involved in designing procedures to establish and maintain the five
components of internal controls. CPA firms are designing audit procedures to evaluate the five
components. Auditors have been evaluating the control environment and control activities
components of internal control as part of external audits for decades, but the other three
components are new concepts. In reviewing several popular auditing texts, it was noted that three
to four chapters pertained to evaluating control environment and control activities, whereas only
two to four paragraphs pertained to risk assessment, information and communication, and
monitoring.

This case has been developed to describe a Fortune 500 company’ s risk assessment process
(the company’s Internal Auditor has asked to remain anonymous). Their risk assessment process
consists of the following steps:

(1) identify the threats to an organization,

(2) determine any risks and concerns regarding the threats,

(3) determine how much potential loss is present,
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(4) determine the probability of a loss actually occurring,

(5) estimate the risk,

(6) rank the risks,

(7) determine if controls exist to mitigate the above risks,

(8) design or formulate additional controlsif necessary,

(9) implement controls,

(20) tests operational compliance of controls, and

(11) evaluate controls.

The case details the company’ s results of the risk assessment process, i.e., the actual threats and
risks identified by the company’s management as well as the process used by management to
continuously implement the process.

This case is designed to be used in an undergraduate or graduate auditing course. In order
for studentsto learn how to audit a client’ s risk assessment process, they must first understand the
risk assessment process. This case has been developed to provide exposure to one company's
process and therefore provide guidance for this under standing.
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THEA COUNTY CONSTRUCTION GRANT:
AUDIT DILEMMA

Marla A. Kraut, University of Idaho
Marcia S. Niles, University of Idaho

CASE DESCRIPTION

The primary subject matter of this caseisthe interaction of inappropriate financial dealings
with the audit function. It raises a number of ethical, legal and professional issues as well asthe
dilemma of the actions the staff auditor should take. It is designed for an undergraduate or
graduate auditing course, but could be adapted for a senior level or graduate policy course.

CASE SYNOPSIS

Thea County desperately needed a new sewer plant. The five county commissioners applied
for a $5 million Sate grant and the county was awarded $4 million. The project would consist of
a design and needs assessment phase lasting approximately six months with an assigned budget of
$400,000. The congtruction phase would begin immediately thereafter and consume the remaining
funds over the nine month construction period.

Twelve bids were received ranging from $ 5.5 million to $ 4.2 million. The bids covered both
the design and construction stages of the project. The county commissioners accepted the third
lowest bid of $ 4.8 million from Gordon Construction. The two lower bids were not accepted
because the bids did not include services of a Certified Engineer, which was a requirement of the
State grant. A month later the Certified Engineer left Gordon Construction. Since a crucial
component of the contract was violated, the county commissioners voided the contract. The
commissioners unanimously decided not to go out for rebid. Instead, they contracted with a local
company, Castle Construction Company.

Nine months later Brown CPAs L.L.P., was engaged to perform an initial audit for Thea
County. Brown had previoudy audited several smaller counties and was pleased to get Thea's audit.
Thea had previously been audited by a sole practitioner who had died during the audit year.

During the evaluation of internal controlsin the disbursement cycle, Fred, a staff accountant
for Brown CPAs, discovered that the sole owner of Castle Construction Company is a Thea County
commissioner. After a lengthy discussion with the audit partner Fred started investigating the
potential related party issue. After several days of research, Fred had discovered a number of facts
that he summarized for the partner:

@ Castle Construction Company did not submit an original bid for the project.
2 Neither Joe King, the owner of Castle Construction, nor any of Castle's employees is a

Certified Engineer. However, they did subcontract the review of the construction plans with

a Certified Engineer.

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 72

©)

(4)
©)
(6)
(7)

(@)
(b)
(©)
(d)

Cadtle Congruction Company does not have any experience building sewer facilities. Their
construction activity has focused on farm and industrial storage facilities. The amount of
their largest previous building permit is $850,000.
Joe, as the project supervisor has received $70,000.
The project is not yet at the construction stage and is already $ 57,500 over budget.
The county's bank account does not reconcile by $ 90,000.
The county clerk, who is solely responsible for the county's checks/disbursements, is Joe
King's wife.
Discussion Questions.
What are the ethical issues Fred faces?
What are the audit issues?

Arethere any additional audit procedures that Fred should perform?
To whom should Brown communicate their concerns?
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STATEATHLETIC CLUB:
GROWTH CHALLENGESAND OPPORTUNITIES

Philip D. Olson, University of Idaho
polson@uidaho.edu
Heather M cClanahan, Student, University of Idaho

CASE DESCRIPTION

The primary subject matter of this case concerns entrepreneurship. Secondary issues
examined include strategy, franchising, and supervision. The case has a difficulty level of four,
appropriate for senior level courses. The case is designed to be taught in one hour and is expected
to require three hours of outside preparation by students.

CASE SYNOPSIS

Athletic clubs grew in popularity in the 1980s in the Northwest. Jack, Sharon, and their son
Ben capitalized on this trend by opening State Athletic Club (SAC) in 1985 in Clarkston, WA.
Although the club was an immediate success, Jack and Sharon had difficulty retaining their key
employees, SAC's weight trainers. Furthermore, in 1990, YMCA opened a club that threatened
SAC’'s survival. Jack and Sharon's response was that they needed to implement one of four
proposed strategies. The case is an exercise in strategic thinking for students. One discussion
guestion asks students to conduct a SAVOT analysis. Another question focuses on which one of the
four proposed strategies Jack and Sharon should adopt. The possibility of franchising is also
considered.

INSTRUCTOR'S NOTES

To make best use of the material covered in the case, it should be utilized in an
entrepreneurship class after the strategy and franchising topics have been covered. If an instructor
does not plan to cover franchising or wants to use to utilize the case directly after covering the
strategy topic, it can still be used. In this situation, discussion question number four on franchising
should be omitted.

1. Perform aSWOT andyds. That is, discuss SAC’sinternal strengths and weaknesses, and its
external opportunities and threats.

Strengths include: good business location; committed owners; profitable business; amost ten
years of learning what does and doesn't work for a Clarkston athletic club; knowledge and experience
in the area; persona attention that comes from a family owned business; invested interest in the
community; roots in the community; and experience with a wide range of target markets. SAC’s
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weaknesses are: inability to attract and retain weight trainers; limited capital; Sharon and Jack’s
limited business backgrounds and management experiences; Ben’s lack of management experience
or mentoring given his position in SAC; and SAC’s past reputation of offering inferior children's
programs. Opportunitiesinclude: SAC isin agrowing industry (physical fitness); SAC islocated in
agrowing community. Threats are: current Clarkston competitors, in particular, the new YMCA plus
gyms, swimming pools, etc. in Clarkston ; and other athletic clubs, gyms, swimming pools, etc., in
nearby communities.

2. What can be done to reduce the weight trainer turnover?

There are at least two reasons weight trainers do not stay at SAC: salary issues and conflicts
with Ben. Salary concerns could to some extent be addressed through the use of bonuses. Jack and
Sharon, for example, could decide to share a portion of SAC’s annual profits with al their weight
trainers, or with those who attain a certain performance level. Of course, to implemented either of
these ideas, a process for allocating the profits would need to be established. Regarding conflict
between Ben and weight trainers, Ben needs mentoring on how to manage employees. Although he
has excedlent equipment knowledge, heis young and lacks experience on how best to supervise these
“key” SAC employees. If Jack and Sharon are not able to assist him in making changesin his style,
they probably need to remove him as a supervisor.

3. Which strategy, of the four discussed, would be best for SAC to pursue? Why?

The first three strategies (children’s programs, expand facilities, and reduce prices) are
reactive strategiesto YMCA’s opening in Clarkston. Offering children’s programs could potentially
lead to more business, but it is an uphill battle based on SAC’s former attempts. Expanding SAC’s
facilitiesisthe most expensive option and Jack and Sharon would probably need to borrow capitol,
asthey have donein the pagt, if they selected thisroute. A concern here is the degree to which they
currently arein debt. Also, are they willing to assume more debt given the possible increase in sales
may not cover the estimated increase in costs. Reducing pricesis the least costly option and, in turn,
it offersthe smallest possble gain in sales. Again, this option is a purely reactive one to YMCA but
it could be easly implemented; hence, it is appealing. The last strategy, targeting upper middle-class
and single adult markets, is aso attractive. There is risk as to whether these markets are large
enough. However, given that Clarkston and the surrounding areas have been growing, therisk is
reduced. Also, upper middle-class people and single adults typically have money to spend for
memberships.

4, If Jack, Sharon, and Ben were to consider franchising their business, what would they need
to have in place? |Isfranchising aviable option at this point? Why?

Three requirements exist for becoming afranchisor. First, a successful business pattern or
formula needs to be developed. Included here are operating instructions, special equipment,
personne policies, and record keeping. Second, a franchising system needs to be formulated. Key
franchigng system items are trademarks (aword, logo or picture legally reserved for exclusive use),
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franchise contract (initial fee, royalty, etc.), advertising strategies, and state and community laws
needing to be observed. Regarding trademarks, SAC’slogo that is placed on the workout clothing
which Jack and Sharon sell would need to be reserved, if this has not yet been executed. Third,
resources need to be available to implement the franchise structure. Items included here are the
training program for new franchisees and the control system for ensuring that franchisees adhere to
their contractual obligations.

At thispoint in time, it would appear that franchising is not aviable option. Although the
owners have accomplished many of the items in the first requirement, no information was presented
that they have satisfied the second or third requirements.
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STRATEGIC MANAGEMENT OF R & D:
A FIELD STUDY

Mohamed Onsi, Syracuse University
moons @mailbox.syr.edu

ABSTRACT

The purpose of this field study/case is to examine the critical factors for a corporation to
strategically manage its R & D for competitive advantage.

An apriori model, based on a literature review, was devel oped integrating organizational,
economic, marketing and financial factors that are significant for allocation of R & D scarce
resour ces.

A field study of a growing mid-size company in the medical instrument field was the basis
for intensive study, personal interview of key top managers, and data gathering and analysis.

The company developed a model, named Gateway, for managing product introduction for
competitive advantage. The Gateway model captures critical information at different stages of
product development from design - development - manufacturing - marketing to service throughout
the value chain to assess and manage risk on a portfolio basis. The total risk is a function of:
technical risk, time risk, and cost risk. The trade-offs between these three risk components are
evaluated relative to the mission of each strategic business unit, based on multi-dimensional
analysis.

The Gateway model enables the company to leverage its core comptency, avoid hidden risk,
and increase its profits.
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EMPLOYEE TURNOVER AT
FASHION PRODUCTSINC.

Dhruv Shah, Columbus State University
Shital Shah, Columbus State Univer sity
Sheryl Brown, Columbus State Univer sity
Olice H. Embry, Columbus State University

CASE DESCRIPTION

The primary subject matter of this case concerns the causes of employee turnover at the a
manufacturing plant of Fashion Products Company. Secondary issues examined include the cost
of the turnover and recommendations to improve the performance of the company. The case is
appropriate for thejunior level or graduate introductory management course or the junior level or
graduate Human Resource Management course. The case is designed to be taught in one class
hour.

CASE SYNOPSIS

This case illustrates problems at a highly successful corporation that have produced high
turnover at its manufacturing facilities. Costs of the turnover are analyzed and recommendations
to implement a complete revamping of the corporation’s Human Resource Management programs
and its management training are exhibited in the instructor’ s notes that students can compare with
their own recommendations.

HISTORY

Neucor Manufacturing Company, Inc., was founded in the early 1900'sin New Y ork. From
the early 1920's to date, Neucor pursued an ambitious program of growth by acquiring smaller
companies. In the early 1970's, Neucor went public and shares were traded over the counter. Late
in the 1970's Neucor Corporation was listed on the New York stock exchange. Because of its
acquisition strategy, Neucor isamulti-billion dollar company today with several companies under its
roof. One such subsidiary of Neucor is Fashion Products Inc. Fashion Products was founded in the
mid 1960's in arural community of west Illinois. Today, Fashion Products is a multi-million dollar
company and a market leader in its industry. Neucor acquired Fashion Products, Inc. in the early
1990's. With its corporate headquarters in a suburb of Chicago, alocal distribution center and huge
manufacturing facility in west 1llinois, Fashion Products employs about 2,000 people with about 1,400
employed at the manufacturing facility.
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CORPORATE STRATEGY

Since Fashion Productsis asubsidiary of Neucor, it is bound by Neucor standards. Since the
late 1960’ s, Neucor has acquired numerous companies. In the 1990s alone, Neucor acquired over 10
magjor companies, representing over $2 billion in additional sales. Future acquisitions and growth will
provide an EPS growth averaging 15% per year. By adhering to atightly focused business strategy,
Neucor has established a sustainable competitive advantage and has consistently attained its
aggressive financid objectives. These financid objectives are: (1) Maintain return on beginning equity
of 20% or more; (2) Achieve EPS growth averaging 15% per year; and (3) Increase Neucor’s
dividend consistently with its earnings growth.

INTERNAL ENVIRONMENT

The headquarters in the Chicago area consists of the executive staff, marketing and sales
departments. Thus, this facility primarily employs salaried people. Their manufacturing facility
consists of engineering, operations, purchasing and planning departments. Of the 1,400 people
employed at this facility, about 1,200 are hourly workers and about 200 are salaried.

Fashion’s products are considered to be low-tech requiring semi skilled workers. Fashion
Productsis strategically located in west 1llinois. However, after being acquired by Neucor, Fashion
Products has been forced to improve its productivity and to adopt the higher standards of Neucor.
This has lead to the hiring of young and ambitious professionals who have the “go, get it” attitude.
These young professionals prefer to live either in the suburbs of Chicago, or in other urban areas
which are 30 to 40 miles away. The reason people commute so much is because the manufacturing
facility islocated in a remote town of just 5,000 people.

Fashion Products has a hierarchical organizational structure with a top down management
approach. Management is highly centralized and employees on the floor are not allowed to make
decisions. However, employees can participate in employee teams and try to resolve production or
efficiency reated problems. Professonals over a certain level are rewarded by yearly bonuses. These
bonuses are based on the return on assets. These bonuses range from 0 % to 66%, depending on the
position of the employee. Other employee raises are a meager 2% to 4% every year. Theseraises are
0 to 2% when adjusted for inflation.

The organization structure starts with the CEO of Neucor at the top. The chart shows only
the Neucor and Fashion organization structure. It’s corporate culture shows that management follows
atop down approach. In markets where Fashion Products is competing, management needs to have
feedback both from employees and customers in order to move faster than the competition.
Marketing executives are unaware of what customers want in new products and hence marketing
strategies are poor. This has been demonstrated by some recent failures in new product launches.

CORPORATE ANALYSIS
Fashion Products strengthsinclude: (1) an established brand name that people associate with

high qudlity, (2) deep pockets becauseit isunder Neucor’sumbrella, (3) excellent relationships with
mass merchandisers that allow Fashion's products to be placed in the most strategic positions on the
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shelves, and (4) it isthe market leader in itsindustry and focuses on its core competencies which are
fashion and grooming accessories. Fashion Products weaknesses include: (1) poor distribution
strategies and (2) high turnover of professionals. Fashion Products opportunities include: (1)
retaining experienced professionals to make and successfully market more innovative products, (2)
empowering employees to increase the pace that new products hit the market, (3) new product
markets and market penetration are strategies which will create synergy and help Fashion Products
increase sdes (4) Fashion Products can export to Canada and the Latin American countries. Fashion
Products threatsinclude (1) intense competition from low cost manufacturersin the orient. (2) high
turnover of experienced professionals that increases the cost of new hires, and (3) a very volatile
market with short fashion life cycles that requires new products to be developed and introduced very

rapidly.
EMPLOYEE TURNOVER AT FASHION PRODUCTS, INC.

In the past, the primary focus of business was profit. Now, Fashion Products is slowly
redizing that profits come from productivity and productivity comes from happy and loya employees.
In the 1970’ s and 1980’ s the baby boom generation was entering the workforce and reducing the
demand for unskilled, semi-skilled, skilled labor as well as for professionals. Analyst believe that
between the mid 1990’ s and 2010, there will be a decline in the workforce. The employee relationship
is aformal arrangement but it is a relationship, nonetheless. Like any other relationship, it will be
successful only if both parties work at it. Looking at employee turnover data and conducting a
systematic analysis of those trends is the first step in trying to reduce the turnover.

In trying to andyze these trends and to project turnover rates, three types of turnovers need
to be analyzed (Connor 97). Job related turnover involves those factors over which the employee has
direct control. Supervisory training programs can reduce this type of turnover along with clarification
of the employer’s purposes and identification of job satisfiers. The non-job related turnover issues are
those in the employee’ s personal life that spill over into the workplace. These are factors such as
relocation and family influences. Useful practices for this category include employee assistance
programs and providing stress management training. The third type is a poor fit between the
employee and the firm. Professionals at Fashion Products are hired by direct advertisements in
newspapers and magazines as well as through recruiters. Professionals are promoted from within the
company, from the same department or from other departments as well. Managerial positions are
typicaly filled in aspan of 3 monthsto 1 year. However, hiring may be delayed due to a hiring freeze.
All potentia new employees are sent for a psychological and aptitude test. Thisis a good method to
measure a prospective employee’s specific job related characteristics. This test measures an
individuals personal communication techniques, leadership qudities, self-image, dependability,
competitiveness, attitude and stress management.

PERCEPTION OF WORK BY EMPLOYEES

There are severa reasons that force people to quit their jobs. Some of these are:
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1) Location of the company

Fashion Productsislocated in a remote town in west Illinois. The population of thistown is
about 5,000. The nearest interstate is about 25 miles away. Most of the blue collared workers are
local residents. However, more than 90% of the white collared workers commute either from the
suburbs of Chicago or from other urban areas. It takes the employees about 45-50 minutes to reach
the manufacturing facility traveling on state highways having low speed limits. White collared
employees do not choose to live locally because of the size of the town and the fact that it has just
a couple of schools and poor hedlth care facilities. Commuting is one of the major reasons why
professionals quit their jobs.

2) Benefits

A new employee starts off with a one week vacation. Employees in other firms, in smilar
companies start out with a two week vacation. Managers are rewarded with yearly bonuses and
promotions, based on their performance. They are also invited for celebrations when the company
has a profitable year. However, other professional staff, technicians and machine operators are | eft
out of these celebrations. Is this conveying a signal that these employees are not important for the
firm? Maybe so.

3) Poor relationships with supervisors

When supervisors are hired from outside or promoted from within, there is no training
provided to them on managing employees. Not all supervisors have an MBA or even afour year
degree; hence they areill-equipped with proper management skills. This situation causes discomfort
amongst employees and is one of the reasons why employees leave.

4) Better salaries elsewhere

Fashion Products is not one of the best paying firms. The living expenses in and around the
area are amongst the highest in Illinois. The sales tax is 7%, the state taxes are fairly high as well.
Today, when there are more jobs than people, it is easy to get better wages and benefits. The
individual has nothing to loose, but the firm looses an experienced employee.

5) Little appreciation from supervisors

A technician typically works from 8 am. to 5 p.m. But, to finish up an important project
which has cost savings of over a million dollars, he comesin a 4 am. and leaves a 6 p.m. The
project is completed successfully and the Director of Manufacturing is very happy. The result is that
the technician’ s boss gets promoted to a managerial position. The technician does not even get afew
words of praises. Such situations spread dissatisfaction among employees. This technician left within
3 months. He had been with Fashion Products for over 10 years. He had been avery loya and a
hardworking person. Who looses under these circumstances? Obvioudy Fashion Products. Employees
get afeeling that they are just another number.

6) No career advancement
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Though the company does try hiring from within if possible, not every employee gets a
chance. Some people leave their positions when they want to move higher up the ladder and do not
see any chances of being able to do so.

7) Personal reasons

A person may quit if his’her spouse was transferred, or took up ajob in another city. More
often than not, people leave to be closer to their families. Women may quit if they have to take care
of their young kids. Bad health could be another reason.

8) Stress
The individua is stressed out either because the job is too demanding and/or because of
personal reasons.

9) Misfit of person and job

The personality traits required for a particular position may not be present in the employee.
For example, a salesperson should preferably be a good communicator, organized, people oriented,
honest and tenacious. If a salesperson does not possess these sKills, it is very likely that if heishired,
he will leave or be fired.

CALCULATING THE COST OF EMPLOY EE TURNOVER

When an employee leaves an organization, it experiences substantial costs. Costs to the
organization may include decreased productivity, costs of hiring a new employee, increased training
time and other indirect costs. Turnover is usually computed as the number of employees separations
divided by the total number in the workforce and expresses as a percentage. Y ounger, newer,
unskilled and blue-collar employeestend to have higher turnover rates than their contrasting groups.
Fashion Products does not have a severe organizational wide turnover of blue collared workers. This
trend is prevalent in young white collared professionals.

Not only is the quantitative rate of turnover important, but the quality of personnel leaving
an organization is important as well. Those who leave may be the company’s most valued human
resources. Specia attention should be given to turnover among employees with unique skills.

The following worksheet is an gpproximate breakdown of separation costs, vacancy costs and
replacement costs:

Separation costs include the following categories:

Cost of leaving employee' s time (30 minutes @$30/hr.) $15
Cost of administrative functions related to separation (2 hrs. @ $20) $40
Total Separation costs $55
Vacancy costs

Costs of additional overtime (20 hrs. @ $40 for 4 weeks) $3,200
Costs of additional temporary help (20 hrs. @ $35 for 2 weeks) $1,400
Total Vacancy costs $4,600

Replacement Costs
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Pre-employment administrative expenses (3 hrs. @ $20) $90
Costs of attracting applicants (Advertising, staff time, recruiters) $10,000
Costs of entrance interviews (5 interviews for 1hr @$40/hr.) $200
Testing costs (2 potential employees) $1,000
Staff costs (One 30 minute meeting with 3 people @ $40/hr.) $60
Travel and moving expenses (1 employee) $2,000
Sign up bonuses ( 1 employee @ 8% of salary) $3,500
Cost of post-employment medical exams $75
Total replacement cost $18,925
Training costs

Cost of informationa literature $20
Formal training costs $200
Informal training costs (Socializing 1 day @ $40/hr and 1 day @ 30/hr) $560
Total training costs $780

Knowing the cost of losing and then replacing an employee will help Fashion Products
determining how much it can afford to invest in keeping them. It will aso help to anayze whether
the investment in keeping the employees is adding to the bottom line (Pinkovitz, 1991). William
Mercer, Inc. surveyed 206 medium to large US companies yielding the following:

ANNUAL COST OF TURNOVER PER EMPLOY EE

Estimated cost % of companies
$10,000 or less 55%
$10,001 - $20,000 16%
$20,001 - $30,000 8%
$30,001 -$40,000 11%
More than $ 40,000 10%

ASSESSING TURNOVER

Fashion Products does not have any established system of exit interviews. Hence there are no
officid records for the reasons of an employee separation. By carrying out exit interviews Fashion
Products can pinpoint mgor reasons for turnover and can thus improve the factors which will cause
employee turnover.

CONCLUSION

Fashion Products tries to recruit the best, develop the best and retain the best employees. The
relocation department is digointed from the development and retention process. Keeping the
relocation department involved in a quality human resource process will give Fashion Products a
better chance of addressing dissatisfaction among new employees and with managing turnover
(Oltman, 1998). The secret to retaining employees is to make the workplace a fun, clean, profitable,
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ethica and adventurous environment. Though this statement does not sound like business, this is what
the future is about (Lauer & Gebhardt, 1997). The officers of Fashion Products should seek help in
redesigning its HRM programs.
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MEDIGROUP PURCHASING, INC.

D.K. (Skip) Smith, Southeast Missouri State University
David Kunz, Southeast Missouri State University

CASE DESCRIPTION

The primary subject matter of this case is business strategy and, specifically, the creation
by a company of enduring competitive advantage. Related issues include industry analysis and
management of customer value. The focus on enduring competitive advantage and how to create it
assumes that students have some appreciation of the importance of thisissue; for thisreason, we
suspect the case is most appropriately used at a difficulty level of four (senior) or higher. The case
isdesigned to be taught in one class session of approximately one hour and a half, and is likely to
require two hours of preparation time from students.

CASE SYNOPSIS

The case tells the story of the CEO of a Group Purchasing Organization (GPO) for medical
products who is wondering what strategy and structure he should establish for a new subsidiary. His
task is more challenging because the medical services competitive environment in the United Sates
iscurrently in a state of flux. The objective of the subsidiary is to attract the business of hospitals,
clinics, and other providers of medical services who wish to enjoy not only the lower prices
associated with membership in a group purchasing organization, but also to flow the financial
benefits generated by those low-cost purchases through to these participating hospitals and clinics
on a tax-free basis.

The case contains information on an organizational format (a subchapter t cooperative)
which does allow financial benefits to be distributed to members tax-free. The case also contains
considerable information on the evolving medical servicesindustry in the United Sates, together
with information on this GPO’ s customer base, information on competitors, and information on the
company itsalf. In short, enough information to conduct a mini-industry analysisis provided. In the
instructor’ s note, a process for creating enduring competitive advantage is described, and a citation
to an expert source of additional readings is identified.

THE SITUATION

December 1994. John Smith stared again at the check and smiled. Three years of absolute
agony had ended. The disastrous MEDNET partnership which Medigroup Purchasing Inc. (hence,
MP1) had formed with three other Group Purchasing Organizations was finally terminated. Also, this
financia settlement fromits former partners would allow MPI to launch a new organization to offer
hospitals the equity position which MEDNET had promised but never really delivered. Smith got out
apad, and started drafting a memo to his leadership team setting forth hisinitial thoughts regarding
structure and strategy for the new organization.
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THE COMPANY

MPI is a Group Purchasing Organization (hence, GPO) for hospitals. The company was
founded by John Smith in 1971. Because it handles the purchasing of medical equipment and supplies
for hundreds of hospitals and other providers of medical care, MPI isfor most manufacturers alarge
and powerful customer. The company uses this power to negotiate low prices for its members on
their purchases of medical equipment and supplies. Thus, hospitals and clinics purchasing through
MPI pay substantially lower prices than al but the largest customers choosing to deal with the
manufacturer directly. Asfor MPI, it makesits money through an administrative fee, paid to it by the
manufacturers as a percentage of the total revenues on orders placed by MPI members.

A predecessor organization to MPI served clients within the midwest. Over the years,
however, many GPOs including MPI have become national in scope. MPI currently has over 19
Regiond Directors and Vice Presidents. The major responsibilities of these individuals are to service
member facilities and to market MPI programs to prospective accounts in all 50 states. Field reps
reporting to these managers are located throughout the U.S.

The key sdling tools utilized by MPI sales and marketing staff include a variety of CD Rom,
network-based, and/or hardcopy information sources designed to provide MPI members with the
latest information on prices of various medical equipment and supplies. Specific tools include the
following:

* Electronic Catad ogue: materids management information on CD-ROM (also available

on microfiche)

* Pharmacy Electronic Pricing System (also available in hard copy and microfiche)

2 Laboratory Program: pricing information on pharmaceuticals (available electronically

and in hard copy)

2 Dietary Program: contracting information available in hard copy

In addition to its adminidtrative and sales saff, and the negotiators responsible for developing
contracts with medical equipment and supply manufacturers, MPI has over the years, developed a
host of on-staff specialists to assist customers in managing the costs and operations of specific
medical functions. Speciaists on MPI’s staff currently include laboratory, pharmacy, dietary, and
materials management. MPI aso has a compliance department to monitor and audit member
participation in MPI programs and contracts, to ensure that members do receive the discounts to
which their participation in MPI programs entitles them. The organization chart in Exhibit 1 identifies
other MPI departments including member support services, teleservice, cost analysis, capital budgets,
and management reports.

A relatively new area of endeavor for MPI isadivision caled “BESTPRAC.” The mission
of this MPI division is “to enhance MPI members ability to deliver cost-effective healthcare.”
BESTPRAC does this through a process involving re-engineering, best practice/benchmarking, cost
determination programs, and strategic information/group reporting. Through this unit, MPI members
are provided on afee-for-service basis with conceptua and implementation expertise on a variety of
specialized areas, including:

2 Materials Process Engineering

* Supply Flow Studies (operating room, pharmacy, labor & delivery, procedure-based,

per diem-based, capitated-based)
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* Procedure Costs by Physician

* Benchmarking Data (materials management operations, clinica repository, financia
repository, food accounting cost and trend statistics)
* Implementation of Advanced Materials Systems (JIT stockless)

COMPETITIVE CONSIDERATIONS

In the beginning, MPI’ s primary competitors were GPOs based on a business model (that is,
recruit large numbers of members, use the huge volumes of member purchases to win discounts from
manufacturers, and then flow these discounts back to members) very similar to MPI's. In 1981,
however, anew competitor caled EQUIMED emerged. The business model underlying EQUIMED
isa Sub-chapter T Cooperative, an organization form which allows EQUIMED to passiits profits to
members tax-free. The hospitals become members, and because many are themselves non-profit
entities, this arrangement alows EQUIMED member companies to avoid completely the payment of
taxes on the profits generated by their EQUIMED purchases and ownership.

EQUIMED' s origind purchasing program was neither especially good nor especidly effective.
Over the years, however, EQUIMED’ s management team worked diligently to improveit. By 1984,
EQUIMED had assembled a substantia portfolio of very favorable contracts with mainline suppliers,
was becoming much more competitive, and was attracting (through its equity-based approach)
substantia numbers of new tertiary (that is, very large and speciaized) hospital members. So, while
MPI in 1985 aggressvely expanded its operations in both Louisiana and Texas, and acquired a GPO
named WESTCO which was serving hospitals in Colorado and Montana, EQUIMED was at the same
time successfully selling its services on an equity basis to tertiary institutions in most of the largest
U.S. cities. It became clear to Smith and the MPI management team that unless MPI was able to
address the equity issue, it was not likely to continue to have access to and/or win major amounts of
business from the large tertiary hospitals.

FORMATION AND EVOLUTION OF MEDNET

In 1986, in response to increasing competition with EQUIMED, MPI and three other group
purchasing organizations (CLINICARE, based in Southern California, ERIEMED based in Eastern
Ohio, and ASTROCARE, based in Massachusetts) formed a company called MEDNET. MEDNET
was based in Chicago, Illinois. Like EQUIMED, MEDNET was designed to provide hospitals the
ability not only to benefit from large discounts associated with group purchasing, but also to invest
in and have an equity interest in the GPO. In other words, the underlying concept was that hospitals
would be both owners and customers of MEDNET.

While the concept (or structure) underlying MEDNET was clear, it began to be clear to Smith
and his colleagues at MPI that their partners in MEDNET might have different aspirations and
objectives. When MEDNET was founded, the four partners had agreed that there should be pro-rata
sharing of revenues and equal sharing of expenses. However, over the next several months, MPI’s
partners protested with increasing vehemence that dividing expenses into four equal shares was not
a satisfactory arrangement. This was galling to Smith, especially in the case of CLINICARE, where
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MP had turned over MPI accountsin CLINICARE' s service areato CLINICARE, as compensation
for their participation in MEDNET.

Late in 1986, Smith accidentally discovered the full extent to which the difference between
the objectives and aspirations of MPI and itsthree partners had diverged. In the mail, Smith received
anonymously a 17 page business plan prepared by the three MEDNET partners. Reading the plan,
Smith was stunned to discover that his MEDNET partners were engaged in a long-term plan to
takeover MPI, and that their initial short term objective was to persuade MPI customers to divert
revenues to MEDNET and away from MPI.

Early in 1987, MPI terminated its partnership in MEDNET and initiated a “cease and desist”
action in Chicago circuit court. A jury trial was initiated. However, after three years, when the judge
named a figure which by Smith’s reckoning gave the company back most of what MPI had lost
through its affiliation with MEDNET, he agreed to an out of court settlement.

THE EVOLVING HEALTH CARE ENVIRONMENT IN THE UNITED STATES

Hedlth care in the United States is a huge and growing business. Key playersin the U.S. health
care system include the American Medical Association (the primary trade group for physicians),
clinics, doctors, Group Purchasing Organizations (GPOs), Health Maintenance Organizations
(HMOs), home health providers, for-profit and not-for-profit hospitals, manufacturers of medical
equipment and supplies, nursing homes, nurses, manufacturers of pharmaceuticals, private and public
health insurance programs, statewide hospital trade groups, and surgery centers. The system is
complex and expensive. However, for individuals with health insurance (approximately 50% of the
U.S. population), the system is capable of delivering avery high standard of health care.

Over the decades of the 19705/1980s, the cost of health care services in the United States
increased as much as 10% per annum. In response to these huge price increases for medical services,
the federa government revamped the Medicare and Medicaid payment programs. A key provision
was the decison to cap the amount that these programs reimburse hospitals for the various medical
services which they provide.

The Medicare and Medicaid caps on medical procedures had an extremely powerful impact
on hospitas, clinics, and other institutional providers of health care services. Suddenly, providers
found themselves scrutinizing as never before the expense side of their operations, attempting to
squeeze out enough costs so that the reimbursements provided by the federal government would
cover the out-of-pocket expenses of providing the services. Thus was born a huge opportunity for
HMOs, GPOs, and other organizations dedicated to the proposition that the costs of providing
healthcare could be managed and reduced.

Ultimately, the HMOs, GPOs, and other organizations devoted to the management and
control of health care costs achieved a major impact. By the decade of the 1990s, the rate of growth
in hedth care costsin the in the United States had falen from the double-digit annual increases of the
1980s to single digit annual increases for the decade of the 90s.
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THE GROUP PURCHASING INDUSTRY

The trade organization for the industry is the Professional Society for Heathcare Group
Purchasing. The society is based in Ladover, Maryland. Articles of incorporation indicate that
“society membership is open to executives and senior level managers from heathcare group
purchasing and shared services organizations, multi-hospital systems, and other healthcare provider
organizations.” The purpose of the organization is “to provide educational and professional
networking opportunities for the growing number of healthcare executives involved in group
purchasing.”

The society’s 1997 membership list indicates that there are currently 66 GPOs headquartered
in 22 states and Canada. Nearly al of these GPOs are located in the east and the midwest, with very
few in the south (2 in Georgia) or the west (2 in California, 2 more in Washington). States and
numbers of GPOs headquartered in each are as indicated below:

Cdlifornia 2

Connecticut 2

Georgia 2

lllinois 4

Indiana

Kansas

Maine

Maryland

M assachusetts

Michigan

Missouri

New Hampshire

New Jersey

New York

Ohio

Pennsylvania

Rhode Island

Tennessee

Texas

Virginia

Washington

Wisconsin

Ontario

Quebec

Total

=

OFRPPFPWNNWENPEAENPARNPFPORPNNE WA

[o2]

GPO STRUCTURE AND OPERATIONS

Higorically, the mission of GPO organizations has been limited to and focused on reducing
the costs of medical equipment and supplies for member hospitals. Over time, however, and as
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indicated earlier, GPOs including MPI have broadened their product-based focus to include providing
specialized services which provide high value and benefits to hospitals and other hedth care
providers. We turn now to consideration of these customers and their needs.

CUSTOMER CONSIDERATIONS

Asone of the largest GPOsin the United States, MPI currently represents over 2000 facilities
accounting for more than 100,000 beds. Exhibit 2 indicates that hospitals are the largest single
customer category. Within this category, MPI has found over the years that small to medium-sized
hospitals tend to benefit most from the services and skills which MPI can provide. Extremely large
hospitals and/or hospital groups are by themselves large enough to receive volume discounts from
manufactures of medical supplies and equipment. Also, these very large organizations and/or groups
(for example, Baptist Medica Center in Memphis) tend to have inside their own organization avery
large set of specidized skills and departments. Smaller to mid-sized hospitals, however, can't justify
the expense of such speciaized units and thus benefit greatly from the specialized expertise and
services which MPI can provide.

The economic impact on communities of these medical facilities, even the small to medium-
sized hospitals likely to benefit most from an affiliation with MPI, can be large. Hospitals tend to
employ large numbers of employees, and many of these employees are highly paid. In 1998, the modal
income for a newly-graduated medical student starting out as a general practitioner exceeded
$160,000. In the smdl to medium-sized towns and citiesin which these hospitals are located, doctors
and senior-level medicad gtaff are often among the highest-earning individuals in the community. Thus,
not only for quality- of-life reasons but also because of economic considerations, communities are
usually very eager to retain and/or support the expansion of local medical facilities.

While most communities are very eager to retain even very small local hospitals, this desire
is not necessarily consstent with the new economic redities and the changing payment environment
described earlier, in which control and/or reduction of costs has become extremely important. In the
short run, joining a GPO has enabled many small- to medium-sized hospitals to achieve substantial
cost reductions and to survive. In the longer run, however, these small to medium-sized hospitals face
severe threats from large regiond hospitals in mgor metropolitan areas. Most of these large hospitals
areworking intensively not only to reduce costs but aso to increase revenues. One way they increase
revenuesis to open small clinics in remote locations (that is, in smaller towns and cities throughout
ther regions). The two primary missions of these satdllite clinics are 1) To provide customers in these
remote locations with inexpengve treatment for day-to-day medica problems, and 2) To pull as much
as possible of the high-cost, high-margin specialist business out of the small to medium-sized local
hospitals and into the big regiona medica centers. Asindicated earlier, developments to date suggest
that the satellite clinic strategy places many of the small to medium-sized hospitals, which are MPI’'s
best customers, at substantial risk.

YOUR ASSIGNMENT

Please assume you are John Smith. Please set forth your thoughts regarding the strategy and
structure for the new entity you will introduce to replace the failed MEDNET organization.
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EXHIBIT 1
MEDIGROUP PURCHASING, INC. ORGANIZATION CHART

CEO
PRESIDENT
V.P. FINANCE V.P. OPERATIONS V.P. CONTRACTS V.P. SALES
* Accounting *Clerica *Health Care Info *19 Regional
*Compliance *Distribution Systems Directors
*Info Systems *Member Support *Management Info
*Long-term Services Systems
funding -BESTPRAC *Marketing
*Short-term -Capita
funding Budgeting
-Dietary
-Laboratory

-Pharmacy

EXHIBIT 2
Customer Category Approximate # of Customers, this Category
hospitals 800
clinics 500
surgery centers 200
nursing homes 100
NH Provider (?) 50
Home Health 100
HMO 200
Others _100

Total 2050
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WEST LAFAYETTE LEVEE PROJECT:
TO BUY ORNOT TO BUY?-THAT ISTHE QUESTION

Rodney C. Vandeveer, Purdue University
Michael L. Menefee, Purdue University
rcvandeveer @tech.purude.edu

CASE DESCRIPTION

This case focuses on the need for strategic plan and decision to be made on the part of the
West Lafayette City Government. The West Lafayette City Council has voted against the purchase
of the property while the West Lafayette Redevel opment Commission recommends purchasing the
property for development by the city. Key issues include the use of taxpayers monies for the
speculative business venture by the city in the development of the property. What should be the
decision criteria? What would be a fair purchase price? How should citizen input be obtained?
What should be the selection criteria by the city for selection of a developer? This caseis based on
field research gather from community residents and city government officials as well as material
gathered from the local newspaper, televison, council and city commissioner meeting minutes. This
case would be appropriate for use in undergraduate courses in Business Strategy, Community
Planning, and Gover nment.

CASE SYNOPSIS

Sears decided to relocate from its Levee location to the newly renovated Tippecanoe Mall
on the south side of Lafayette where it would become one of the anchor stores. Searsiswanting to
sdll the 116,000 square foot building which has now been vacant for over a year. Snce that time,
the building has been vacant and has fallen into disrepair. Negotiations between Sears and the City
of West Lafayette to purchase the vacant property have been ongoing for a year without any success.
Sears has also been in negotiations with various devel opment companies, however, no decision has
been made. Local citizens are voicing some concer ns about the property. The deterioration of the
building and the property is creating an eyesore astravelersfirst enter the city fromthe east. Isit
time for the City to step forward and take a leadership role in thisissue? What should the city's
leadership role be? To what level of financial involvement should the city commit?

ABSTRACT

Nearly everyone agrees that something wonderful should be developed at the former Sears
property on the leveein West Lafayette. There are dozens of ideas about what should be build there,
ranging from a commercial retail/entertainment development to youth center to combined
library/arts complex. The West Lafayette City Council has voted against the purchase of the Sears
property. However, the Redevelopment Commission has taken a position to purchase the property.
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Clearly, it would have been better if West Lafayette had a clearer vision for the levee. The clock is
ticking.

LOCATION

The property islocated in West Lafayette. West Lafayette is a city of 25,000 people located
60 miles northwest of Indianapolis and 120 miles southeast of Chicago. West Lafayette and
Lafayette, a city of 45,000, together form the Greater Lafayette community. Greater Lafayette is
known for its centra location, strong local economy, educated and skilled workforce, quality of life,
low crime rate and enthusiastic support of industrial and business development. The property is
located adjacent to State Road 26 which is a mgor connector route between West Lafayette and
L afayette and State Road 43 which connects West Lafayette to Interstate 65. The property also has
apedestrian walkway over the Wabash River that connects downtown L afayette to the Levee area
and serves a gateway to the West Lafayette community. The Levee areais aso a short walk from
Purdue University that has 36,000 students and 12,000 employees. With the university comes many
attractions such afootball games with 55,000 fans attending, basketball games with over 14,000 in
attendance, concerts, conferences occurring year round, the bug bowl! attracting over 35,000
participants, and numerous other university and student activities. This area aso connects the city
with the Wabash Heritage Trail, the John T. Myers Pedestrian Bridge and the James Riehle Depot
Plaza on the East Side of the Wabash River. The population of Tippecanoe County in which West
Lafayetteislocated is 138,000, excluding the students at Purdue University. See Appendixes D and
E.

The Levee aso benefits from activities in the Riehle Plaza area on the opposite side of the
Wabash River in Lafayette. The Plaza areais a major attraction for summer events such as concerts
featuring a variety of musical groups from modern rock to country to classic rock such as the
Coadters and the Drifters. The Plaza aso hosts art shows, car shows, food feast, and family nights.
The Leveeisaso on thelocd bus routes and is close to the train station in Riehle Plaza. The Levee
is also located between two of the area’'s most prestigious historical sites, the Tippecanoe
Battleground and Fort Quiatenon. The Tippecanoe Battle field was the site of William Henry
Harrison'svictory over the Indiansled by the Prophet and draws people from throughout the United
States especidly on celebration weekends. Fort Quiatenon was the site of an early French settlement
which draws people year round and over 65,000 on The Feast of the Hunter’s Moon weekend.

INTRODUCTION

In November 1995, Sears decided to relocate from its Levee location to the newly renovated
Tippecanoe Mall on the south side of Lafayette where it would be one of the anchor stores. Sears
iswanting to sell the 116,000 square foot building which has been vacant for almost ayear. Since that
time the building has been vacant and has fallen into disrepair. Estimates show it will cost over
$225,000 on roof repairs done to put the building in leasable condition. Also during thistime, the city
of West Lafayette has been haggling among themselves whether it should purchase this seven-acre
property. The city of West Lafayette spent $33,500 for Level | and I Environmental Assessments,
$15,000 in Consulting, and $7,900 in Consulting Engineering to evauate the site, determine what
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minimally needs to be done and how it could best be used. All this with no guarantee at the time that
they would become the owners of the Levee' s keystone property.

The study found no significant contamination on the site. A geotechnical study of the
property found the land could support just about any type of development desired. The only
contamination discovered was from heating oil and waste oil tanks that were stored under the
property and these were removed at a cost of just afew thousand dollars. The West L afayette Board
of Works aso has contracted with Tecton Construction for $7900 to evaluate the site, determine
what minimally needs to be done and how it could be best used. Demoalition of the 116,000 square
foot building is estimated to cost about $300,000, but other costs relating to asbestos abatement are
unknown. (Higgins, 1997) Vacancies, deteriorating buildings, and underdevel opment of what would
normally be valuable riverfront property typify the general appearance of the Level area

Negotiations between Sears and the City of West Lafayette to purchase the vacant property
have been ongoing for ayear. Attemptsto buy time through options to purchase were unsuccessful.
In Sears hurried effortsto sell the property to the first viable offer, the City of West Lafayette grew
increasing concerned over the value of proposed development ideas. Local citizens began to voice
some of the same concerns. Since moving from their State Street location, Sears has had severd
offers from private developers, some more serious that others. In the end, deals that private
developers tried to build fell through. Isit time for the City to step forward and take a leadership
role?

Across the river, Lafayette has recently developed it river front area and the adjacent
downtown area to once again attract people to the area. As part of a 25-year railroad relocation
project, new access between the two cities has become easier with the addition of two new vehicular
bridges. The old Main Street bridge has been reworked and made into a pedestrian bridge connecting
Lafayette with the West Lafayette Levee area, Tapawingo Park, and the Sears' property.

IDENTIFYING THE PROBLEM

With the property becoming available, should the city of West Lafayette try to purchase the
property? The present West Lafayette City Council voted against the purchase of the Sears property;
however, the final approval to purchase must come from the West Lafayette Redevelopment
Commisson. The Redevelopment commission is now authorized to purchase the Sears property for
$1,650,000. Several meetings involving the citizens of West Lafayette indicates a majority of the
citizens wanted the city to make the purchase and develop the property. Some note thisis “a quality
of lifeissue” “It'sjus really ugly and I'm sick of looking at it,” complained some. (Rahner, 1997)
However, some citizens and council members worried that the project could run far in excess of the
proposed $1.65 million, and they wanted the city to stay out of the speculation business and let
developers worry about the property. City Commissioner James Fenn said, “1 strongly believe that
free enterprise should be the one to develop the site and not the city of West Lafayette. While the
intentions of the city are good, it is not their place to determine who shall have the right to build on
thisland.” (Showadlter, 1997) Some cite the example of the county’s investment in the Tippecanoe
County Amphitheater over six years ago and it has yet to pay for itself and may never. Jim
McCdlister noted, “It’s easy to imagine exciting things to do when you’ re spending other people's
money.” (Rahner, 1997) Steve Loveoy, a Purdue University agricultural economics professor,
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called the idea of the purchase ‘ludicrous’ outside the context of the free market. “How,” he asked,
“could West Lafayette purchase the property and then successfully market it to developers when
Sears and Roebuck -- one of America s most successful marketers -- couldn’t even do it?” (Rahner,
1997)

Other considerations and concerns have been expressed in the area of development.
Demoalition is estimated to cost around $250,000 to $300,000. (Redevelopment Mesting Minutes,
1996) Thiswould be grinding up the building and dumping it in the basement. This would fill up
about haf of the basement. It has not been tested for asbestos, but the ceiling tile and possibly the
floor tile will have asbestos present. The estimated cost for this remova would be $300,000 to
$350,000, maybe even $400,000. If it cost the city $1.65 million to purchase the site, $600,000 to
tear it down and to take care of the ashestos, and hopefully it would not cost any more than $100,000
to do other remediation, bringing the total to $2.35 million for this property. There are seven acres
there which would work out to about $335,000 an acre or $7.15 per square foot.

Backing for the Redevelopment Commission’s recommendation to purchase has been
impressive. The majority of the citizens attending commission meetings are in support of the
commission. Realtors, bankers, Chamber of Commerce members, art groups, business owners and
Purdue and West Lafayette High School students have all favored the purchase as the best means for
the community to guide the redevelopment of the Levee and improve the quality of life dong the
Wabash riverfront. (Margerum, 1997) Last spring, over 100 members of the Strategic Planning
Forum approved the Levee/Sears redevelopment as a mgjor action item. Twenty community groups
have also endorsed this concept. Regardless of position or argument, one common view is shared
by al —the Leveeis an eyesore and it needs some ownership and renovation.

Other findings noted that the soil is river bottom and trying to put asix or eight story building
there could create some foundation problems. The present foundation would support a single story
structure provided the demolition was done properly. (Glon, 1996)

How far should the local government intervene in private development to see that key areas
become nice places? Another citizen noted that there are several other vacant buildings in the city
and wanted to know if the city was planning to buy them. The sameindividua asked, “What other
kinds of things will we be asked to fund with our dollars?’ (Rahner, 1997)

A STRATEGY FOR THE CITY OF WEST LAFAYETTE

In considering a strategy for the City, the Steering Committee, Task Forces, and Advisory
Committee established the following sirategies as part of the 1987 Strategic Plan. 1n 1988 an Urban
Design Plan for the City of West Lafayette was completed following the recommendation, “That
physcd identify and vitality be fostered by systematic, high quality, scheduled development for the
Levee and Village.”

The strategy should pursue quality. While West Lafayette will grow in numbers, emphasis
should be given to high standards in urban design, construction, city services,
appearance, etc.
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The strategy should preserve and improve livability. This calls for vitality in residentia
neighborhoods and a balance between preservations and new housing construction.

The strategy should pursue asense of physical identity. Focal parts of the city where people
congregate should foster a sense of place by attractive design, hospitable public space,
and public amenities such as art and sculpture.

The strategy should foster expanded private participation in City development. This should
take severd forms. Greater business input in City planning and marketing; negotiation
with developers over quality development goals, and private investment or joint
ventures with City Hall.

The strategy should build upon arichnessin socid character. West Lafayette should continue
to be ablend of small-town lifestyle, cosmopolitan atmosphere, and varied cultural
amenities and programs.

The strategy should recognize the inevitability of change. Community-wide planning should
be participative, anticipative, creative, and long-range.

SUMMARY

In the complex relationships between the government, businesses and the citizens, a decision
is needed that will weigh proper consideration for each faction. So, the debate over the Sears
building and property redevelopment continues. Although the West Lafayette Redevel opment
Commission has adopted a resolution to make an offer to purchase, negotiations continue to ensure
al parties involved concerns are met before the city signs any agreement. What may be severd
acceptable outcomes? What would be you best informed decision?
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APPENDIX A
ESTIMATED PROJECT COSTS AND FUNDING
Assuming Interim financing

(Per City Officias)
Projected Costs
Acquisition of Sears Building $1,650,000
Allowance for asbestos removal 140,000
Allowance for soil removal 20,000
Allowance for property taxes 50,000
Demoalition 400,000
Sub totals $2,260,000
| ssuance costs 100,000
Underwriting discount  0.50% 8,500
Rounding / contingencies 27,230
| Total estimated project costs $2,395.730
Estimated Project Funding
Bond anticipation notes $1,700,000
Available funds on hand 567,000
Estimated December, 1997 TIF distribution 128,730

| Total estimated project funding ~ $2.395.730

APPENDIX B
WEST LAFAYETTE (INDIANA) REDEVELOPMENT COMMISSION

SUMMARY OF PROPOSALS FOR BOND ANTICIPATION NOTES
RECEIVED NOVEMBER 7, 1997

Bidder Robert W. Lafayette Citizens NatCity
Baird& Co. Bank & Trust National Bank Investments
Co.
Interest rate 8.00% 7.00% 7.50% 6.60%
Placement fee $5,000.00 $0.00 $0.00 $6499.00

Interest to February 1, 2001 $332,511.11  $290,947.22  $311,729.17  $247,321.67
| Total interest to maturity $337,511.11  $290,947.22  $311,729.17  $280,820.67 |

Interest to August 1, 1998 $72511.11  $63,447.22  $67,979.17  $59,821.67
| Total interest to first call $77511,11  $63,447.22  $67,979.17  $66,320.67 |
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APPENDIX C
SOCIOECONOMIC DATA

Thefollowing provides statistical evidence of the West Lafayette area s socioeconomic conditions.

1. Annua Unemployment Rate

1992 | 1994 | 1997 | 1998
Tippecanoe County 3.6% | 34% | 2.3% | 2.2%
State of Indiana 3.5% | 2.9%
Source: Labor market information - IN Department of Workforce Development

2. Population Growth or Decline

1980 1990 % Change 1997 % Change 2002 % Change
Projection
Project Area 8,442 11,390 | 34.92%+ | 13,327 | 17.01% + 14,966 12.29% +
West Lafayette 21,247 | 25907 | 21.93% + | 27,766 7.18% + 31,795 14.51% +
Lafayette 43,011 | 43,764 1.75% + 44.651 2.03% + 45,972 1.41% +
Tippecanoe County | 121,702 | 130,598 | 7.31%+ | 137,980 | 5.65% + 146,327 6.05% +

Source: 1980 & 1990 Census
Source: Pop-Facts: Demographic Trend Report, Census 90, Updates and Projections by Equifax National Decision
Systems

3. Net Assessed Value by Area

1990 1994 % Change 1997 % Change
Project Area | $15,323,815 | $17,670.610 | 15.31%+ | $19,540,870 | 10.58% +
Source: Tippecanoe County Assessor/s Office

4. Median Household Income by Area

1980 1990 % Change 1997 % Change 2002 % Change
Projection
Project Area $8,253 | $13,851 | 61.77% +
West Lafayette | $14,442 | $22,593 | 56.44% + | $30,168 | 33.53% + $38,504 27.63% +
Lafayette $27,200 $31,603 | 16.19% + $37,769 19.51% +

Source: 1980 & 1990 Census
Source: Pop-Facts: Demographic Trend Report, Census 90, Updates and Projections by Equifax National Decision
Systems

5. Average Household Income by Area

1990 1997 % Change 2002 % Change

Projection
West Lafayette $35,268 | $51,478 | 45.96% + $65,563 27.63% +
Lafayette $32,539 | $42,441 | 30.43% + $55,983 31.91% +

Source: 1980 & 1990 Census
Source: Pop-Facts: Demographic Trend Report, Census 90, Updates and Projections by Equifax National Decision
Systems
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5. Median Housing Value by Area*

1980 1990 % Change 1997 % Change
Project Area $48,000 | $70,250 | 46.35%+
West L afayette $67,400 | $94,900 | 40.80%+ | $97,997 | 3.26% +
Lafayette $55,672
Tippecanoe County $64,800

Source: 1980 & 1990 Census -- * Single family owner occupied housing only
Source: Pop-Facts: Demographic Trend Report, Census 90, Updates and Projections by Equifax National Decision

Systems
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KING OF THE BOARD, INC.

Bradley W. Wagner, Fort Lewis College
wagner _b@fortlewis.edu

KOB CONCEPT

King of the Board, Inc. wants to get into the business of delivering board game entertainment
to adolescents and young adults. The company plans to design, manufacture, market, and distribute
a snowboard board game to snow sports equipment retailers for resale through traditional channels
and directly to consumers over the Internet.

The venture' s founders, Matt Kimball and Bob Oaks, want the game to achieve core board
game status with the X and boomlet generations. They fedl that the fundamental soundness of the
game provides numerous product/market development opportunities. They have conducted initia
market research with a prototype of the game on college students. These market tests were very
encouraging in the young adult market. The research indicated that snow boarders are aso heavy
board game players and purchase board games at twice the rate of non-snow boarders. However,
they have not tested the game on younger age groups. Although the game offers entertainment and
social opportunities, they are concerned that current family and computer game trends run counter
to the venture concept. They are not sure if the concept of the game is strong enough to overcome
current social and computer game trends.

The game, which was developed by Bob Oaks, will compete with “thinking” board games that
have tactical and strategic eementsin their play. Direct board game competition is chess, checkers,
the triangle game, backgammon, Mancala, Monopoly, Stratego, and Risk. Out manuvering your
opponent isaprimary objective in al of these games. Bob thinks that a weakness of these gamesis
the predictability of the game play. For example, winning strategies for chess revolve around your
level of expertise while winning at Monopoly generally involves acquisition of high rent properties.
One exception is Risk, which combines elements of luck and skill similar to King of the Board.

Consultant Matt Kimball developed the market penetration strategy. Matt plans on marketing
the game directly to snow sport shops and over the Internet. Distribution through retailers is
designed to sell games through traditional retail channels and to promote the game in order to
generate direct sales over the Internet. Matt has not forecasted substantial direct sales over the
Internet until the second year of operations, after market acceptance is achieved through snow board
equipment shops. Wholesale priceto retailersis planned at $10.00. This price allows retailers the
traditional 100% markup for a suggested retail priceis $19.95. Direct sales over the Internet will
also be priced at $19.95, plus shipping costs.

THE OPPORTUNITY
The growing popularity of snow boarding provides a number of new product opportunities.

King of the Board will sdll aleisure/accessory product to snowboarders. No board game is marketed
directly to snowboarders at thistime. A number of online and Windows 95 based strategy games are
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targeted at thismarket. King of the Board's concept is contrary to the high growth computer games
trend. The strategy isto capitalize on the *high touch” backlash to *high tech.” Bob and Matt hope
the product will appeal to snow sport retailers because it provides additiona product offerings.
Retailers need to keep their product offerings fresh. Once the snowboard is sold, only apparel allows
significant opportunity for repeat sales. King of the Board offers additional revenue opportunities
for snow sport retailers.

Toy and game industry research shows that the industry is very concentrated and not very
innovative. Although the large toy and game companies are not very innovative, they do rely on large
marketing budgets to compete. They have repackaged “Barbie and Ken” and “GI Joe” in dmost
every manner possible. Bob feels that these companies are essentially ignoring the game board
market, in favor of high growth computer games and joint marketing of movie characters. It has been
innovative independent companies that have produced product hitsin recent years. Tyco developed
the tremendously popular Beanie Babies and a Japanese firm devel oped the Teenage Mutant Ninja
Turtles. Thelast game board to achieve core product status, Trivial Pursuit, was also developed by
an independent firm. There have been no core product “hits” in the board game market since Trivia
Pursuit in the early 80's.

PRODUCT DESCRIPTION

The core product of the venture is ‘King of the Board: The Snow Board Edition.” The rules
of the game resemble an ancient version of Chinese chess, but with major modifications. There are
thirty-two plastic characters, a plastic game board, game instructions and a nylon carrying case.
There are seven snow board characters ranked in a descending power structure similar to western
chess. Some characters have more mobility on the game board than others. The object of the game
IS to take opposing characters to the point that the opponent cannot win the game. Game setup
begins by randomly placing al characters face down on the game board. This random setup brings
alarge amount of luck into play. Play begins by turning a character face up on the game board. Play
continues with playerstaking turns either placing a character face up, moving a character one space
at atime, or taking an opponent’ s character.

THE TOY AND GAME INUDSTRY

The Toy and Game industry isan oligopoly. The top five firms control 67.6% of the market,
with $6.55 billion of the industry’s $9.7 billion salesin 1995. Company sales, market share, and
international sales are shown in Table 1. The industry is currently in a consolidation phase with a
number of successful and unsuccessful mergers. Hasbro successfully bought Tyco (Beanie Babies)
in 1997. A merger between Mattel and Hasbro fell through in 1997 over Justice Department
warnings that they would likely challenge the merger. In Japan, a Sega-Bandai merger was called off
dueto cultural differences between the two management teams and corporate cultures. Five critical
aspects affect the competitive position of industry firms. They are:

1) Product positioning

2) Production and distribution resources to support growth

3) Financing of growth
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4) Brand recognition
5) Product development

Tablel

Industry Market Share and Sales
Company Market Share Sales % International Sales/(Size)
Hasbro 27.50% $2.67B 40%
Mattel 21.10% $2.05B 37%
Tyco 7.80% $0.75B
Fisher-Price 7.70% $0.75B
Milton Bradley 3.50% $0.35B
Next 11 Firms 18.40% $1.785B ($315M-$100M)
Next 60 Firms 14.20% $1.378B $96M -$5M

Competition for shelf space is very intense for games and toys due to the limited number of
powerful retailers. Mass merchandisers include WaMart, ToysRUs, K-Mart and Target. The large
retaillers rely on factory sdlesforces and independent representatives to inform them of new products.
Another retail outlet is specialty stores. King of the Board plans to avoid shelf space competition
by marketing the game directly to snow sport retail shops and direct sales over the Internet.

TOY AND GAME COMPETITION

Meaningful statistics on the number of games sold, revenue and profitability by board game
isnot available. Detailsfor Parker-Brothers, adivision of Hasbro, are buried in corporate financial
statements. Milton-Bradley is an independent company but does not publish or make unit sales
available. Future opportunities are projected in movie characters, plush toys and video games. These
categories are forecasted to grow 20% a year.

Core products provide consistency in sales and earnings growth. (Barbie, Gl Joe, Disney,
Fisher-Price, Monopoly, Tonka, and Playskool). They accounted for 87% of Mattel’s gross salesin
1996. Themain god for top firmsisto establish movie, plush toys and video games as core products
to secure future stability in revenue and earnings.

Some fad products have become core products. Recent product fads that have turned into
core product lines are Super Soaker, Ninja Turtles, Barney, Troll Dolls, and Beanie Babies. Other
fad products, such as pet rocks and giga pets did not enjoy long shelf lives.

The competitive strengths of the big “four” appear over whelming to Bob and Matt. The big
“four” have multi-million dollar advertising budgets, established productive resources, multi-million
dollar R&D budgets, economies of scale production costs, mature market channels and their products
enjoy powerful brand equity. After decades of being given as gifts during holidays, Monopoly and
other games are stashed in the closets of dmogt every household. These products have achieved core
product status that provide the “big four” predictable and significant revenue and profit streams.
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BOARD GAME TRENDS

1) Average growth rate of from 1987-1996 of 5.2%
2) High growth years 1991 (15.4%) and 1992 (12.2%)
3) Video game decline in 1994-5: 21% growth in 1996
4) Toy industry growth by category (1995 to 1997):

Action fig's (70.7%) Plush toys (62.4%) Videos (62.1%)
Vehicles (31.2%). Educat’| toys (5.4%) Dolls (1.3%)
Activity toys (-1%) Ride-Ons (-7.8%) Games/Puzzles 3.3%

THE SNOWBOARD INDUSTRY

Future sales of snowboards will depend on the ability of manufacturers to differentiate their
products and maintain strong distribution channels. The larger manufacturers, Burton, K2, Ride and
Morrow command fifty-five percent of the snowboard equipment market. The remaining forty-five
percent is split between a number of small companies. Market share growth for large firms is
anticipated to come at the expense of the smaller companies as the industry enters into the shakeout
stage of the product life cycle.

SNOWBOARD TRENDS
. Industry is eighteen years from the growth apex
. 72 million members of the boomlet generation (ages 4-21)
. 66 million members of Generation X
. Eighty-one percent of snowboarders are under 24
. Males make up 72% of snowboarders
. Female snowboarders continue to grow
. Riders tripled from 1.2 million in 1992 to 3.9 million in 1997
. Compounded growth rate of 30% from 1992 to 1997 is expected to continue

in the near future
. 1997-98 will be shakeout years (2.3 million boards produced, only 1.7 million
were sold in 1996)

GEOGRAPHIC MARKETS

Worldwide, there are eight million snowboarders. Fifty percent of snowboarders reside in the
U.S. The largest concentration of snowboarders is in California, Oregon and Washington.
Mountains states (Colorado, Utah, Idaho and Nevada) also have high populations of snowboarders.
The other fifty percent of snowboarders reside in Japan and Europe. These two markets have large
popul ation centers near snow resort areas.

The target market that King of the Board plans to sell the game to is males and females
between the ages of ten and twenty-five. Market development calls for selling in the mountain states
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(Colorado, Utah, Idaho), pacific northwest states (California, Oregon, Washington) and Texas in the
first year. A tota of sixteen million people between ten and twenty-five reside in this geographic
market. There are 7,000,000 inCdifornia, 1,700,000 in Washington and Oregon, 5,600,000 in Texas
and 1,500,000 million in Colorado, Utah and Idaho. Bob and Matt have assumed that these states
contain 2,000,000 snowboarders.

Geographic expansion is planned in year two by marketing the game in the upper mid west
and the northeast where the remaining two million U.S. snowboarders reside. Geographic growth
inthethird year is planned by distributing the game in Europe and Japan. Each planned geographic
expangon doubles market size and sales over the preceding year. Table 2 shows King of the Board's
plan to double sdlesfor the first three years and then grow twenty-five percent per year for the next
two years.

Table 2
Five Year Sales Plan

(Geographic Coverage Rocky Mtns.  Midwest/ Japan/ Olympics Global
Northeast Europe

Unit Sales Year 1 Year 2 Year 3 Year 4 Year 5
Retail Unit Sales 37,900 36,960 73,920 92,400 115,500
nternet Unit Sales 15,100 75,040 150,080 187,060 233,825
Total 53,030 112,000 224,000 279,460 349,325
Dollar Sales Year 1 Year 2 Year 3 Year 4 Year 5

Retail Unit Sales ($10.00) $379,000  $369,600  $739,200  $924,000 $1,155,000
nternet Unit Sales (19.95) $301,245 $1,497,048 $2,994,096 $3,731,847 $4,664,808
Total $680,245 $1,866,648 $3,733,296 $4,655,847 $5,819,808

PRODUCT DEVELOPMENT

King of the Board plans to develop new products to sustain revenue and profit growth after
thefifth year. Matt and Bob believe that new themes can be marketed to different market segments
within the X and boomlet generations as well as other revenue generating opportunities.

. Package and sdll single player games that can be attached to the two-player
game. Thisincreasesthe social aspect of game play to include more players.

. Develop themes targeted to new market segments. For example, military,
geogr aphic, automotive or industrial themes.

. A graphic and sound rich online game can also be developed.

. Revenue can be generated through online game play fees and by selling website

advertisng spaceto the snow sportsindustry. Potential advertising clientsare
equipment manufacturers, apparel manufacturers, ski resortsand retailers.
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. Develop an educational product that combines game play with educational
subjectsto facilitate lear ning.
. The game could be sold to companies for promotion and advertising. For

example, the Nike sdash could be printed on the back of game pieces and the
board to promote Nike.

KING OF THE BOARD’ S BUSINESS MODEL

The game’s inventor, Bob Oaks, contacted consultant Matt Kimball to help define the
business, research the industry and develop the idea further so that a business plan could be written
and financing arranged. Matt brought awork sheet that contained two scenarios estimating the start
up, direct and operating costs of the venture. The first was a“buy” scenario (Table 3) where KOB
would buy the majority of venture requirements from vendors. The other extreme was a “make”
scenario (Table 4) where KOB would perform the majority of tasksin house.

Table3

Buy Scenario
Start Up Costs Variable Costs
(Game Mold $20,000 Plastic Game Parts $3.60 per game
Carrying Case Design $2,000 Carrying Case $1.50 per game
\Website Devel opment $5,000 Game Instructions $0.20 per game
Brochure Design $10,000 Assembly and Packing $1.00 per game
Promotion Firm $15,000 Mfg. Representative $1.40 per game?
Advertising Firm $15,000 Direct Costs Per Game /.70 per gam
Personal Computer $3,000
Start Up Costs $65,000
S5G & A Year 1 Year 2 Year 3
Bookkeeper Saary $25,000 $28,000 $35,000
Dffice Expenses $12,000 $25,000 $50,000
Advertising Costs $50,000 $100,000 $200,000
(Game R& D 0 $100,000 $150,000
SG & A Total $97,000 $253,000 $335,000
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Table 4

Make Scenario
Start Up Costs Variable Costs
(Game Mold $10,000 Plastic Game Parts $2.50 per game
Carrying Case Equipment $20,000 Carrying Case $0.50 per game
\Website Software $500 Game Instructions $0.10 per game
Printer for Instructions $1,000 Assembly and Packing $0.50 per game
A ssmb'y/Ship Equipment $5,000 Direct Costs Per Game $3.60 per gam
Personal Computer $3,000
Modling Machine $75,000
Brochure Design & Cost $5,500
Start Up Costs $120,000
5G & A Year 1 Year 2 Year 3
Space for Printer $2,400 $2,400 $2,400
Selling Trips $10,000 $40,000 $60,000
M anufacturing Space $12,000 $24,000 $36,000
A ssmb'y/Shipping Space $6,000 $12,000 $18,000
\Website Fees $1,200 $2,500 $4,000
Advertising Costs $50,000 $100,000 $200,000
R& D $0 $100,000 $150,000
SG & A Total $280,900

HOW TO PROCEED

Bob and Matt knew that alot of work must be done before the King of the Board ever hit the
store shelves. Bobisaformer ski champion and understands the snow sports industry but does not
have extensve business experience. Matt on the other hand has helped start a number of businesses
invarious ways. In addition to operating a sole-proprietorship out of college, Matt also has extensive
corporate experience in operations, manufacturing, accounting/finance and dealing with
subcontractors. They have alarge network of friends that can lend further expertise to the venture
but none of this experience isin the game board industry. They had not even considered approaching
investors with their business plan for the $200,000 needed, in addition to the $50,000 they had in
savings and from family sources. They felt comfortable with the cost numbers after numerous
discussions with plastic and packaging companies and toy manufacturers. Y et their market numbers
were based on a number of assumptions they were uncomfortable with. They had not finalized the
design of the game because they had not tested it on all target market age groups. They had tested
aversion of the game on college students and had received positive feedback about the concept of
the game. But without a final prototype to test they knew the $19.95 price was just an educated
guess. They were aso uncertain whether the promise of Internet sales would materialize, or if

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 106

$50,000 in advertising the first year will be sufficient enough to reach their customers. The fina
uncertainty was that they have yet to approach snow sport retailersto seeif they will even stock the
gamein their stores.

CASE QUESTIONS

1. Generate a profit and loss statement for the first three years of the venture under the buy
scenario.

2. Generate a profit and loss statement for the first three years of the venture under the make
scenario.

3. Cdculaethe 1) fixed cost and 2) fixed cost plus semi-variable cost breakeven points for King
of the Board' s buy scenario.

4, Cdculaethe 1) fixed cost and 2) fixed cost plus semi-variable cost breakeven points for King
of the Board's make scenario.

5. Identify the assumptions that Matt and Bob have made which could substantially affect the
profitability of the venture. Challenge these assumptions and perform a new fixed cost plus
semivariable cost breakeven analysis based on your challenges.

6. Evaluate the opportunity that these two entrepreneurs have identified.
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SMITH & WESSON TAKESFIRE WHILE
MARKETING HANDGUNS TO WOMEN

Francis R. Whitehouse, Jr., Lynchburg College
INTRODUCTION

Smith & Wesson entered the American handgun market in 1857 when they began selling the
first commercialy available revolver to chamber a metallic cartridge. While its .22 rimfire cartridge
would be rather weak, subsequent models would chamber considerably larger, more powerful
cartridges and gain widespread distribution, particularly in the West.! Smith & Wesson would
become a leading supplier of handguns of al types for the next 141 years. The company would
become a primary supplier of handguns to police, the military, and to the civilian marketplace. By
1998 the Smith & Wesson had expanded its product lines to include thirty revolver models and thirty-
two pistol models, many with two or more variations.? In addition, Smith & Wesson provided
custom gunsmithing services, firearms training, apparel, products for police (including bicycles and
handcuffs), and specialty metaworking services. (All mgor product lines are depicted on the
company’ swebsite.®) Handguns for the civilian market, however, remained the company’s mainstay.

BACKGROUND

The civilian market for handguns had evidenced little growth for 25 years, with between
1,500,000 and 2,000,000 handguns produced and sold each year.* During that period there had been,
however, two surges in volume. The first surge ended in with production peaking in 1981 at
2,656,965 handguns. The second ended in 1994 with 2,824,809 produced. A significant shift in the
type of handgun demanded aso occurred. Revolvers represented 72.1 % of production in 1973, but
fdl t019.6 % by 1994. Pistols had supplanted them as the handgun of choice. Production and sales
volumes were echoed by lack of aclear trend in ownership. National surveys of gun ownership data
showed no clear trend either up or down since 1958. For 1989 and 1990 they suggested that about
48 % of American households owned a gun of some type, with about 26 % owning a handgun.®> More
recent estimates, while displaying some sampling variability, had not changed appreciably.

Annua gyrations in production had obscured some important devel opments. The handgun
market had traditionally been viewed as breaking down into five important segments: recreational,
competition, hunting, self-defense, and police/military. Emergent interests in each category tended
to dominate product development and sales. A surgein interest in handgun hunting during the 1970's
had, for instance, driven an increase in sales for large caliber, more powerful handguns such as .44
Magnum revolvers and the devel opment of more specialized handguns chambering rifle cartridges.
Similarly, the popularity of cowboy action shooting (a new competitive genre) during the 1990's had
fueled an explosive rise in sales of 1870's period-piece revolvers and their newly-manufactured
replicas. The U.S. Army’ s adoption of anew 9 MM sarvice pistal in the 1980’ s had stimulated civilian
sales of similar models. Both revolver and pistol sales received a boost during the late 1980's as
media reports and concerns about crime encouraged more people to purchase them for self-defense.
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Production of pistols chambering typica self-defense cartridges (.380 ACP, 9 MMM, .45 ACP)
climbed 276% between 1988 and 1993 in response to sharp growth in demand.®

Some of that expansion was attributed to an increase in the number of states that passed non-
discretionary conceded wesgpons carry permit laws. Such laws require state judges to issue a permit
to carry a concealed handgun to any citizen who is not legally barred from owning a handgun (such
as convicted feons). Thirty states had passed such laws by 1996. Eighteen states passed them in 1995
and 1996 aone.” Thirty-three had done so by 1998, and another five legidatures were considering
them. Heavily populated states such as New Y ork and Illinois had not passed such statutes, however.
Moreover, a number of major cities, notably Washington D.C., still made it extremely difficult for
civiliansto carry a concealed handgun or made handgun ownership illegal.

Another impetus to the pistol sales growth experienced during the 1990’ s was the passage
of the 1994 Omnibus Crime Bill, which most recognize as the assault weapons act. That bill, beyond
banning the sale of certain types of rifles, reduced the maximum allowable capacity for al newly
produced magazines to 10 shots. Pistols chambering the 9 MM cartridge had become popular in part
because of the U.S. Army’ s adoption of the cartridge, but mainly because of their high capacity (16
shots or more) magazines. Production and sales soared from 353,941 to 752,801 between 1992 and
1994 in anticipation of the law’s passage.

THE CHALLENGE AND RESPONSE

Hard times, however, ensued. In 1995 it became evident that handgun sales were in sharp
decline. By 1996 sales had fallen to a little over half of their 1994 peak. Smith & Wesson, like its
competitors, was hit hard. At atime when new gun sales had become very price sensitive, it had also
to deal with alow-price competitor. Taurus Mfg. of Brazil, which had become a major player in the
American market, was gaining popularity - particularly in revolvers. Taurus produced revolver models
that closely copied Smith & Wesson's, but sold them at 30 to 35% lower prices. Taurus had also
closed what was once a large quality gap between their revolvers and the comparable Smith &
Wesson products.

Smith & Wesson, like al industry participants, worked diligently to find away through the
decline. One approach was to search for segments where demand potential might yet exist. Thisled
the company to develop afocus on women as potentid buyers. It had long been observed that women
owned and used guns, of all types, at lower rates than men. National surveys reflected this. In 1988
roughly 16% of women reported owning a gun, while 39% of men did so. By 1996 ownership had
risen to about 27% of women and 53% of men.?

In fact, Smith & Wesson had been the earliest firm to respond to the gender difference in
ownership rates. It had begun production of a new mode revolver, under the LadySmith line, in
1986. Five revolvers and one pistol were listed in the catalog as LadySmith model variations by 1998.
These came with specia grips and display cases. LadySmith guns were small, chambered cartridges
with adequate power for defensive purposes, and had manageabl e recoil. Their grips were configured
to be more suitable for smaller hands, and trigger pull weights were lightened somewhat. The
company was one of the earliest advertisersin a new publication, Women and Guns, first published
in 1991. In addition, Smith & Wesson devoted several pages to women on its first website as well
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as in its print catalogs. Other companies, such as Lorcin Manufacturing, would follow suit with
models intended to appeal to women.

THE CONTROVERSY

None of thiswaslogt on interested observers. Smith & Wesson's, and subsequently others,
effortsto target women as first time buyers became embroiled in the more general controversy over
personal ownership and use of handguns. A number of organizations such as Handgun Control, the
Violence Policy Center, and Physicians for Social Responsibility opposed the ownership and use of
handguns as ameans of sdf-defense — whether by women or men. Others such as the Nationa Rifle
Association, the Gun Owners Action League, and Women Against Gun Control supported their
ownership and their use as a self-defense tool. Interested spectators to the often-heated arguments
between proponents and opponents of handguns could quickly become confused. Opponents, while
diverse in their arguments, were uniform in asserting that:

- handguns were of little value— in fact, often counterproductive — when used in self defense;

- the presence of handguns escalated the chance of violence in a given situation;

- handguns presented an unacceptable risk of accidental death, particularly among young

children;

- handguns contributed to the suicide rate;

- and that there was no constitutionally guaranteed right to ownership or use of handguns,
Proponents demurred vigorously on all these points as well bringing other considerations to bear.
Discussions between opponents and proponents often broke down into ad hominem attacks. In fact,
some observed that arguments often seemed to have less to do with questions about the instrumental
value (or lack thereof) of handgun use than they had to do with broad cultural differences.

Whatever the arguments, companies such as Smith & Wesson did not have the luxury of
detachment from the fray. The success of their product lines depended, at least in part, upon how the
public policy debate played out. The company’ s officers had aso to consider the opprobrium which
vigorous efforts to market handguns to women might produce. Decisions about such efforts would
be required soon.

NOTE: One should browse the following websites before answering the questions below. For the
arguments opposing handgun ownership or use see http://www.handguncontrol.org and
http://www.vpc.org. For arguments favoring handgun ownership or use see http://www.nra.org and
http://www.wagc.com. See http://www.amfire.com/afistatistics/menu.html for information from the
industry perspective.

1. What is the current state of the handgun market in the United States? What are the implications
of thisfor Smith & Wesson?

2. How attractive is the female market segment for Smith & Wesson?

3. What ethical and public relaionsissues does Smith & Wesson confront when marketing handguns
to women?

4. How should Smith & Wesson resolve those issues?
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GASTINEAU GOLF

Janet L. Dye, University of Alaska Southeast
jfild@uas.alaska.edu

ABSTRACT

Ned and Nita Nerd are considering either opening or buying an exclusive golf club in

Juneau. Neither Nerd knows accounting so they have asked you to help them evaluate this venture.
In chatting with Ned you gather the following facts:

1.

New applicants will be considered for membership in January of each year. The
membership fee for the club is a one-time payment of $10,000 payable at the time of
admittance. Each member must also pay annual dues each January. The amount of dues
depends on the type of membership. Golf-only member ships have annual dues of $1000,
while tennis and pool membership dues are $800. The one-time membership fees will be
used to pay off part of the principal of the mortgage and will not be considered in the club
profits and losses used to calculate the manager’s salary.

Ned expects a total of 600 applicantsin the first year of operation and 400 in the second
year. He estimates that a maximum of 500 members can be accepted if the club isrestricted
to golf-only memberships and 800 members could be accepted if a combination of golf
memberships and pool and tennis memberships are sold. He forecasts maximum
member ship will be achieved by the beginning of year 2. The marketing firm hired to assist
Ned estimates that 60% of applications each year will be interested in golf-only, 40% will
be tennisand pool. The members using the club at any given time are expected to be in the
same approximate proportions as the types of applications accepted.

In addition to the membership fees and annual dues, Ned expects to receive revenue from
the shop selling golf and tennis supplies aswell asfromthe club dining room and bar. Sales
are expected to average $400 per member in year one. The $400 per member is expected
to increase by 5% a year for thefirst 5 years. The cost of merchandise sold and of labor is
expected to run 60% of sales.

Each member is assessed a minimum monthly fee of $100 for the club dining room and bar
whether they eat there or not. Ned estimates that 4% of patrons will have monthly bills of
$50, 10% will have tabs of $100, 50% will have dining room charges of $200, and 35% will
charge meals and drinks of $300 per month. Based on the average mix of drinks and food
experienced by other golf courses, Ned expects cost of the food and drink sold will average
60% of the revenue from the meals.
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5.

10.

Members are required to use electric golf carts on the course to speed up play. The carts
rent for $20 for 18 holes of golf and can carry two golfers ant their clubs. The club can
lease the carts for $250 per cart per month. The leasing company is responsible for all
repairs and provides replacement cartsif there are breakdowns. Alternatively, the club can
buy the cartsfor $12,000 each. The carts are estimated to have a useful life of 4 years. At
any one time, three carts are expected to be out of service for repairs and maintenance.
Maintenance is expected to average $200 per cart per year. The company’s cost of capital
is10%. Electricity to recharge the cartsis expected to be $3 per cart per 18 holes of golf.
Golfers are expected to complete 18 holes of golf in four hours or less. No more than
seventy-two carts can be on the thirty-six hole course at any one time. The lighted course
is open twelve hours a day during the week and sixteen hours a day on weekends. Average
utilization of the golf course is expected to be 90% on weekends and 60% during the week.

Other costs of the club will include personnel. Ned wants to assure good service. He
estimates that no more than one third of the persons will be at the club at any one time
during the week and no more than eighty per cent will be at the club at any given time on the
weekends. Of those at the club he believes no more than 50% will be in the restaurant bar
at any given time. He wants to provide one waiter or waitress for every 100 patrons using
the club, one lifeguard on duty at all times on the weekdays and two on the weekends. The
waitersiwaitresses will be paid $8 an hour (including benefits). The lifeguards will receive
$10 per hour. The dining roomwill be open 15 hours a day on the weekends and twelve
hours a day during the week. The pool will be open 8 hours a day on the weekdays and 12
hours a day on the weekends. No employee is allowed to work morethan 8 hours a day. The
two chefs are each paid a salary of $50,000 a year. All wages and lease payments are paid
at the end of each month. The golf pro will be paid a salary of $2,000 a month and gets to
keep any fees for golf lessons.

Ned estimates that there will be twelve weeks a year when the weather will keep the golfers
from using the course, but he believes the indoor driving range will lure them out to the pro
shop and dining room.

Maintenance costs are estimated to be $30,000 per month for the golf course, $1500 per
month for the pool, and $500 per moth for the tennis courts. These are paid in cash as they
occur.

Property taxes on the club are expected to be $50,000 per year, liability insurance another
$20,000, and salary to the manager for running the place has been set at $20,000 plus some
form of profit sharing. All items except the managers salaries are paid at the end of the
year.

The golf course, tennis courts, pool and club house will cost $20,000,000 to buy. Ned
anticipates paying $500,000 in cash and financing the rest at 8% interest over 30 years. The
annual payment will be made at the end of the year. Depreciation expense is estimated to
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be $50,000 per year. If only golf is offered, the purchase price is only $16,000,000 for the
course and clubhouse and depreciation would be $40,000 per year.

11.  Gastineau Golf’' s federal income tax rate is expected to be 30%.
REQUIRED:
1. Looking at item #5:
a. Show computations of the net present value, internal rate of return, and payback

period for the purchase option.
b. Should the Nerds lease or buy? Use your selection herein the rest of the problem.

2. Should the club sdll golf-only member ships or a sales mix of the two types of member ships?

3. Based on your answers above, prepare a forecasted income statement for years one and two
for the club. Any cash needs can be met through short term borrowing at 10%.

4. Would you recommend that Ned proceed with this investment? Why or why not?

5. Assuming Ned does proceed with this venture, discuss how you think the various business

operations should be organized and how the mangers (restaurant/bar, golf course, pool, pro
shop, and overall) should be evaluated?
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FINANCIAL INSOLVENCY:
THE CASE OF A SMALL COMMUNITY HOSPITAL

Robert Stretcher, Hampton University
stre@visi.net

CASE DESCRIPTION

The primary subject matter of this case concerns the financial condition of Newport News
General Hospital at the end of an extended period of discontinuous management and financial
distress. Secondary issues include managerial stewardship and the need for organizational direction.
The case has a difficulty level of three, and is designed to be taught in one class hour. It should
require one and a half hours of outside preparation by students.

CASE SYNOPSIS

This case features a small community hospital suffering from a changing social environment,
a lack of continuous management and direction, and a number of failed attempts to keep the dream
of a community service hospital alive. After nearly three decades of financial calamity, the newly
hired manager is tasked with the dubious responsibility of charting direction for the severely ailing
hospital. The task presented to students is one of analyzing the financial condition of the firm and
assessing alternatives that may be pursued.

THE PAST AND THE PRESENT

Dr. Noland Wright*, newly appointed manager of Newport News General Hospital, sighed
as he reviewed the hospital’ s financial records. He had been given the responsibility of leading the
hospital’s next steps, but was perplexed by the financia condition highlighted in the financid
statements before him.

Newport News Generd Hospitd had initidly begun in 1914 as Whittaker Memorial Hospital,
a community-run hospital serving the black population of Newport News, Virginia. To meet the
needs of an economic expangon of the community largely due to increased commercia activity during
World War 1, the hospital expanded facilities and scope through federal funding. In the 1940's the
hospital increased its census and gained accreditation by the American College of Surgeons. In the
1950's and 60's the hospital enjoyed a bustling business in the segregated health care industry.

With the advent of the desegregation movement in the 1960's, the hospital experienced several
threats as black physicians gained the ability to admit patients to the large and better equipped
traditiondly ‘white' hospitals in the area. The civic organization that governed the hospital began to
be concerned for the hospital’s survival. It was experiencing a falling census, a deteriorating
reputation concerning the quality of its health care, and picked up the reputation of being a‘public’
hospital (which it was not). While the City of Newport News was willing to help, it was unwilling to
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acquire full responsibility for the costs of a public hospital. During the 1970's, the hospital drew on
an emergency fund set up by the city.

Throughout the 1970's, the hospital suffered from losses and bad debts. By 1982 the civic
board that guided the hospital became inactive. The following year, the last of the segregation
practices ended by court order at the large surrounding hospitals. Few patients desired to be admitted
to the small, modestly equipped hospital, preferring the large, modern hospitals they now had access
to. The hospital ended 1983 with a $402,000 budget deficit. Suppliers began demanding cash
payments for purchases. Employee layoffs, tightening of admission criteria, and refusal of non paying
patients were some of the steps taken to dleviate the dire financia situation. It was hoped that a new
facility, new location and a future change of name to Newport News General Hospital would help
the hospitad to survive. A $15 million bond issue and $1.5 million in community pledges alowed the
hospital to continue to operate. At the end of 1984 the fund deficit was $749,000. Private healthcare
management firms were solicited for help, but these efforts were short-lived.

In July 1985, Newport News General Hospital was dedicated, with a new facility and
equipment, and a higher occupancy rate. Between 1979 and 1985, seven different administrators had
been in charge of the hospital. Continued losses after 1985, and continued difficulty in retaining
continuous management, convinced the hospital’ s supporters to seek some solution to the ongoing
problems. Political avenues were tried with some success, but did not last. The sale of the hospital
to adoctors investment group was considered, but the hospital’ s supporters ultimately rejected the
dedl.

By 1990 the debt was in excess of $20 million. The ‘board’ of supporters agreed to file for
bankruptcy. The Guarantor of the mortgage, the U.S. Department of Housing and Urban
Development, took over the mortgage debt. The hospital continued to operate as the board sought
affiliations with other area hospitals. The quality ratings for the hospital continued to suffer. In 1993
the hospital was granted its bankruptcy petition. HUD settled for $4 million, and other creditors were
held at bay. Political solutions were sought, and ultimately, did not help the hospital’s condition.
Administrators were hired, but their tenures were short-lived. By mid 1996 the hospital was again
running a large fund deficit and was seeking direction in what appeared to be a rather hopeless
situation. The financial statements for Newport News General Hospital appear in Exhibits 1,2, and
3.

NEWPORT NEWS GENERAL HOSPITAL
Income Statement
for the years ended June 30,1994, and June 30,1995

1994 1995
OPERATING REVENUE
Net Patient Revenue $ 8,528,383 $ 9,858,446
Other Revenue 386,285 253,563
TOTAL REVENUE 8,914,668 10,112,009
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OPERATING EXPENSES

Salaries 3,355,391
Payroll Taxes 1,026,076
Physician Fees 807,431
Contracted Services 1,581,970
Medical Supplies 738,677
General Supplies 165,038
Utilities 319,613
Insurance 128,486
Lega 52,458
Rental 142,229
Other 197,854
Bad Debt 278,389
TOTAL OPERATING EXPENSES 8,793,612
INCOME (LOSS) BEFORE INTEREST AND DEPREC. 121,056

NONOPERATING GAINS(LOSSES)

Interest (33,544)
Depreciation (802,490)
Reorganization Cost ((72,458)

TOTAL NONOPERATING GAINS(LOSSES) (908.492)

INCOME(LOSS) BEFORE NONRECURRING BAD-DEBT
WRITEOFF (787,436)

NONRECURRING BAD-DEBT WRITEOFF 0

EXPENSES AND LOSSESIN EXCESS OF
REVENUES AND GAINS $(787.436)

NEWPORT NEWS GENERAL HOSPITAL
Balance Sheet
June 30,1994, and June 30,1995

1994
ASSETS
CURRENT ASSETS
Cash $ 791,893
Trade Receivables 1,539,390

Other Receivables 7,847

(876.817)

671,004

$ 577,461

3,540,940
1,274,260
787,895
1,564,821
782,988
171,957
279,288
163,558
66,508
119,594
170,065
544,602
9,466,476

645,553

(105,325)
(771,492)
0

(231,284)

(439,720)

1995

2,062,142
46,449
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Supplies Inventory 271,997
PrePaid Expenses 85,265
TOTAL CURRENT ASSETS 2,696,392

PROPERTY, PLANT, AND EQUIPMENT

Land 276,865
Buildings 8,772,782
Equipment and Fixtures 5,243,738
TOTAL 14,293,385
accumulated depreciation 6,999,531
P,P,E less accum. deprec. 7,293,854
OTHER ASSETS
Deposits 87,113
Unamortized Debt Expense 522,850
TOTAL OTHER ASSETS 609,963
TOTAL ASSETS 10,600,209
LIABILITIES
CURRENT LIABILITIES
Accounts Payable 802,184
Notes Payable 0
Due to 3rd Party Payors 2,924,863
Accrued Payroll 59,569
Accrued Vacation 192,881
Other Accrued Expenses 498,133
TOTAL CURRENT LIABILITIES 4,477,630

LONG TERM LIABILITIES

Capital Lease 0
LIABILITIESSUBJECT TO COMPROMISE 21,972,071
FUND DEFICIT (15,849,492)
TOTAL LIABILITIESAND FUND DEFICIT 10,600,209

277,191
102,066
3,065,309

276,864
8,772,782
5354421

14,404,067
7,535,929
6,868,138

87,113
522,850
609,963

10,543,410

1,036,151
40,000
2,840,027
58,926
251,500
312,049
4,538,653

29,317
21,972,071

(15,996,631)

10,543,410
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NEWPORT NEWS GENERAL HOSPITAL
Statement of Cash Flows
for the years ended June 30,1994, and June 30,1995

1994 1995
CASH FLOW FROM OPERATING ACTIVITIES
AND GAINSAND L OSSES:
EXPENSES AND LOSSES IN EXCESS OF
REVENUES AND GAINS $ (787,436) $ (671,004)
ADJUSTMENTS: OPERATING ACTIVITIES
Depreciation and Amortization 802,490 771,492
Increase in Accounts Receivable (579,126) (561,354)
Increase in Inventories 8,819 ( 5,194)
Increase in Prepaid Expenses 23,016 (16,801)
Increase in Other Assets (/10,000) 0
Increase in Accounts Payable 414,591 233,967
Decrease in Third Party Payable 1,041,761 (84,836)
Decrease in Accrued Expenses (161,185) (128.108)
NET CASH PROVIDED FROM
OPERATING ACTIVITIES AND
GAINS AND LOSSES 752,930 (461.838)
CASH FLOWSFROM INVESTING ACTIVITIES:
PURCHASE OF PROPERTY AND EQUIPMENT 154,944 (55.258)
NET CASH USED BY INVESTING ACTIVITIES 154,944 (55,258)
CASH FLOWS FROM FINANCING ACTIVITIES:
PRINCIPLE PAYMENTSON CAPITAL LEASE 0 (26,107)
NET BORROWING ON LINE OF CREDIT 0 40,000
NET CASH USED IN FINANCING ACTIVITIES _0 13,893
NET INCREASE IN CASH AND CASH EQUIVALENTS 597,986 (503,203)
PRIOR PERIOD ADJUSTMENT: 0 288,771
CASH AND CASH EQUIVALENTSAT
BEGINNING OF YEAR 193,907 791,893
CASH AND CASH EQUIVALENTSAT END OF YEAR 791,893 577,461
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NEWPORT NEWS GENERAL HOSPITAL
Statement of Cash Flows
for the years ended June 30,1994, and June 30,1995

FUND SURPLUS (DEFICIT): JULY 1, 1993 $(15,062,056)
EXPENSES AND LOSSES IN EXCESS OF REVENUES AND GAINS (__787.436)
FUND SURPLUS (DEFICIT): JUNE 30, 1994 (15,849,492)
EXPENSES AND LOSSES IN EXCESS OF REVENUES AND GAINS 671,004

FUND SURPLUS (DEFICIT): JUNE 30, 1995

REFERENCES

American Hospital Association. The AHA Guide. Chicago, Illinois: AHA.

Daily Press, “NN Genera Leader Under Attack.” August 27, 1995.
Daily Press,” Special Report: Newport News General Hospital.” March 7, 1993.

Rice, Mitchell F. and Jones, Woodrow, Jr. Public Policy and the Black Hospital: From Savery to
Segregation to Integration. Westport, Connecticut: Greenwood Press 1990.

Virginia Health Services Cost Review Council.

Special recognition should be given to E. Lee Makamson, who did background research on Newport News General
Hogpital, and was the principa co-author of acomprehensive strategic version of this case (Hampton University School
of Business Working Paper #WP 1997-05, March 13, 1997). This version is adopted from the original working paper.

*Dr. Noland Wright is a fictitional name, and is placed in afictitional role as the newly hired manager of Newport
News General Hospital. No similarity to real personsisimplied or intended. Details about the condition of the firm
are factual.
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QUESTIONS

1. What isthe ‘fund deficit’ in the firm’s balance sheet? What account would be its equivalent for a
for-profit organization?

2. What is the hospital’ s financia condition and its prospects for continued operations?

3. Develop aternatives for Dr. Wright. Which alternative do you think is the best solution?

4. Towhom is Dr. Wright responsible? I's there any group or individua that would claim NNGH as
its own and take responsibility for it? How does this situation illustrate the need for a principal
stakeholder to whom management would be accountable?

5. In the past, the hospital appeared to be on the verge of collapse, with no chance for resurrection,

yet continued to operate. Have you considered some creative solutions such as those that may have
been tried in the past?
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FIRST BANK SYSTEMS - USBANCORP:
THE NATURE OF A BANK MERGER

Robert Stretcher, Hampton University
stre@visi.net
Omar Kariuki, Hampton University

CASE DESCRIPTION

The primary subject matter of this case concerns the discussion and analysis of a merger
between two large regional banks to form a major banking organization spanning from midwest to
the Pacific coast. The merger was the fourth largest to that point in time, and a large premium over
book value was agreed upon. The case has a difficulty level of four. It is designed to be taught in
three class hours and is expected to require six hours of outside preparation by students. Several
approaches for using the case for learning will be suggested through pointed questions targeting
the foremost features of the deal. The reader is challenged to reach beyond the information
presented in the case in order to enhance understanding of the merger and to encourage the
development of information search capabilities.

CASE SYNOPSIS

Many characteristics of our modern economy and regulatory environment have come
together in the past decade and a half to encourage the combining of financial service enterprises.
A wave of bank mergers and acquisitions has resulted, and the wave has little likelihood of ending
soon.

Much can be learned from observing the dynamics of an individual merger, especially if
information is readily available. One such merger is the marriage of First Bank Systems,
headquartered in Minneapolis, MN, and US Bancorp, headquartered in Portland, OR. First Bank
Systems paid almost three and a half times US Bancorp's book value, an extremely high bid relative
to most bank mergers. The $8.4 hillion deal was the fourth largest up to that point in time.

This study will review events leading up to the merger and review the dynamics of the merger
in an attempt to provide under standing of the way such mergers can occur at premium prices.

FIRST BANK SYSTEMS PRE-MERGER CONDITION

First Bank Systems, Inc. of Minneapolis, Minnesota is a regional, multi-state bank holding
company that offers a considerable number of financial products and services for individuals,
businesses, and ingtitutions. First Bank Systems has expanded out of its upper midwest base to
establishing representation in eleven states as far west as Colorado and Wyoming.
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First Bank Systemsis aleader in corporate trust services as well as electronic credit card
payment systems. First Bank Systems has the largest share of depositsin North Dakota, and in bigger
states such as Minnesota, Colorado, and Nebraska, it’'s share is second largest.

First Bank Systemsis able to effectively serve customers through severa distribution channels
including 359 banking and non-banking offices, a network of 3,235 automated teller machines
(ATMs), and through 24 hour centralized telephone service centers.

First Bank Systems is committed to maximizing shareholder weath. The bank began
streamlining senior management in 1996, and realigned the entire organization into five lines of
business. The businesses include:

1) Retail Banking through convenient, cost-effective channels such as supermarkets, ATMs,
and 24 hour banking by telephone.

2) Payment Systems, which include corporate cards and merchant processing.

3) Business Banking and Private Financial Services which provides credit and other financial
services to middle market companies, and investment services to extremely affluent
customers.

4) Commercia Banking includes credit products, treasury management, trust and other
financia services, predominantly serving large companies in the midwest region.

5) Corporate Trust and Ingtitutional Financial Services provide custody services to
corporations, municipal debt services, 401k’s and other employee benefit programs.

First Bank Systems is one of the country’s top performing banking companies in terms of
profitability and efficiency. One hundred dollars invested in First Bank System’s common stock on
December 31, 1989 would have been worth $991 on March 31, 1998. That compares with $585 for
the KBW 50 bank index and $390 for the S& P 500 stock index.

Firgt Bank Systems has been able to achieve high returns while at the same time maintaining
alow risk profile. Another reason for First bank System’s continued success is their pledge to benefit
employees through employee stock purchase plans. Management in particular is especialy interested
in maximizing sharehol der wealth, because senior managers owned more than $100 million in First
Bank Systems stock at the end of 1996. First Bank Systems pre-merger financial statements appear
in Exhibit 1.

U.S. BANCORP PRE-MERGER CONDITION

U.S. Bancorp of Portland, Oregon is among the 30 largest bank holding companies in the
United States in terms of assets. The principa subsidiaries of U.S. Bancorp as of December 31,1996
includes U.S. National Bank of Oregon, U.S. Bank of Washington, U.S. Bank of 1daho, U.S. Bank
of Cdifornig, U.S. Bank of Nevada, and U.S. Bank of Utah. The subsidiaries of U.S. Bancorp are
involved in generd retail/corporate banking, investment and trust services, commercia banking, lease
financing, discount brokerage, investment advisory services, and credit life insurance services.
Moreover, U.S. Bank of Oregon advised a group of mutual funds, the Qualivest Funds. U.S.
Bancorp also has the largest share of depositsin Oregon and Idaho.
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As of December 31, 1996, U.S. Bancorp and it's subsidiaries have 14,055 full-time
employees. A number of benefits programs are available to al eligible employees (including officers)
of U.S. Bancorp and subsidiaries.

U.S. Bancorp has made it a priority to continue to consolidate operations & subsidiaries, with
ongoing acquisitions to continue effective cost management and achieve operating efficiency while
meeting corporate objectives. On December 31, 1996, U.S. Bancorp banking subsidiaries has more
than 600 banking offices, and 1300 automated teller machines located in Oregon, Washington, 1daho,
Northern California, Nevada, and Utah. U.S. Bancorp aso has 24 hour telephone banking, a full
service loan center by phone, and a U.S. Bancorp on-line personal computer banking. Loan services
offered by U.S. Bancorp’s banking subsidiaries include mortgage loans, rea property loans, and
individual lines of credit, both unsecured and secured.

Because of its large branch network and the rapidly growing economic growth in their service
area U.S. Bancorp has long been considered a hot prospect for takeover. It has been the position of
U.S. Bancorp chairman and chief executive Gerry B. Cameron if anyone offered more than 3 times
the company’s book vaue, they would agree and avoid the risk of a shareholder suit. US Bancorp’s
pre-merger statements appear in Exhibit 2.

FIRST BANK SYSTEM RATIONALIZATION FOR MERGER

On March 21, 1997 First Bank System Inc., confirmed it would acquire U.S. Bancorp of
Portland, Oregon in astock swap vaued at the time to be $8.44 billion (later determined to be $9.98
billion), the fourth largest bank merger of al time as of 1996. First Bank Systems paid a premium
of 3.4 timesthe U.S. Bancorp book value and 17.1 times U.S. Bancorp’s estimated 1997 earnings.
Surprisingly, analysts agreed that the price was within the range for which high quality banks were
selling. First Bank Systems stock traded at more than 3.4 times book value, enabling them to
somewhat justify the deal.

The newly created company, which took the U.S. Bancorp name, and uses First Bank
System’ s Minneapolis headquarters, has $70 billion in assets, and 26,630 full-time employees. Asin
al mega-mergers, however, there were layoffs. Approximately 4,000 positions were estimated to be
cut. Fortunately First Bank Systems and U.S. Bancorp don’'t have overlapping banking branches or
geographic territories, so no branches had to be closed asadirect result of the merger. The company
combines back office operations and administrative functions, hoping to cut out nearly 30% of the
expense base of U.S. Bancorp, or about $340 million annudly [7]. While 4,000 jobs will be cut, only
half that many may actually occur once retirement, job changes, and attrition are factored in. For
those employees whose jobs are being cut, the severance packages available are among the best in
the industry. Severance packages in the banking industry typically range from two to four weeks of
pay per year of service. Severance pay for U.S. Bancorp employees will be four weeks for each year
of service, with minimum nine weeks pay. Some managers are guaranteed a minimum of twelve
months severance pay.

Technology played a mgjor role in U.S. Bancorp's decision to be acquired by First Bank
Systems. According to analysts, U.S. Bancorp would have had to spend $200 million over the next
severd years to purchase systems to provide customer and product profitability data[2]. First Bank
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Systems, on the other hand, has managed to unwaveringly invest in technology that can accurately
track customer satisfaction and profitability.

In 1990 First Bank Systems moved to centralize operations, and though the company islegdly
organized as seven banks from a technologica standpoint it functions as a one-bank company. This
has made it easier for First Bank Systems to integrate 23 acquisitions over the past five years.
Moreover, the last big bank First Bank Systems acquired, Firstier Financial Inc. of Omaha, was
transfigured to First Bank Systems computer system within two days following the close of the deal.

MARKET REACTION

On August 1, 1997 First Bank Systems closed on its acquisition of Portland based U.S.
Bancorp. First Bank Systems agreed to pay .755 shares of stock for each U.S. Bancorp share. First
Bank Systems closed Friday August 1, 1997 at $86.94 down $2.06, while U.S. Bancorp closed at
$65.41 down $1.34, making the deal worth $9.98 hillion.

As far as the structure of the new company's management, two U.S. Bancorp executives
would get prominent roles, reporting to the President and Chief Executive Officer John F.
Grundhofer. Vice chairman Robert D. Sznewaswould be Vice chairman in charge of retail banking.
Gary T. Duim, president of retail banking, would become vice chairman in charge of corporate
banking in U.S. Bancorp'sregion. U.S. Bancorp's current chairman, Gerry B. Cameron, would retain
that title until 1998, when he had previously said that he would retire.

AFTERMATH OF THE MERGER

The Minnesota-based Company has become one of the largest corporate trust services by
targeting the labor-intensive services (while others are abandoning those services). Thefirmisa
national leader in electronic credit card payment systems, commercia lending, and mortgage
financing, direct real estate lending and corporate financing.

Thispast year U.S. Bancorp surpassed each financial goal they set. U.S. Bancorp earned a
record $23.5 million or $4.61 on a diluted per share basis in 1997. The Company's performance
reflects a 17.4% earnings increase and a 20.4% increases increase in diluted earnings per share when
compared to the $20.0 million or $3.83 per diluted share reported in 1996. U.S. Bancorp's goal to
achieve and maintain a 15.00% return on equity was also accomplished in 1997. The significant
growth in earnings has led to 121% appreciation in U.S. Bancorp's stock price over a two-year
period. The annud tota return on U.S. Bancorp common stock over the last five years has averaged
32%. This 32% exceeds S& P 500 Index average annual total return of 20% for the same time period.

QUESTIONS

1. How was the high bid for US Bancorp justified?

2. What was the stock market's reaction to the merger announcement?

3. List asmany factors as possible to explain the wave of bank mergers in the 1990's (you should use
outside resources). Which of these were apparent for the FBS-USB merger?
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4. Using a search in your library or on the internet, summarize the condition of the combined firm
today. Does it appear that the merger was good for USB's shareholders? For FBS's
shareholders?

5. The FBS-USB merger occurred in a stock market bull run approaching record length. 1998 has
presented a much different character for the stock markets. Do you think either firm would
have been interested in merging in a bear market? Justify your answer with theory and facts.

EXHIBIT 1as CONSOLIDATED BALANCE SHEET, First Bank Systems

At December 31 (In Millions, Except Shares) 1996 1995
ASSETS
Cash and due from banks $2,413 $1,837
Federal funds sold $32 $35
Securities purchased under agreements to resell $795 $230
Trading account securities $146 $86
Available-for-sale securities $3,555 $3,256
Loans $27,128 $26,400
Less allowance for credit losses $517 $474
Net loans $26,611 $25,926
Bank premises and equipment $404 $413
Interest receivable $202 $197
Customers liability on acceptances $169 $223
Other assets $2,162 $1,671
TOTAL ASSETS $36,489 $33,874
LIABILITIESAND SHAREHOLDERS EQUITY
Deposits:
Noninterest-bearing $7,871 $6,357
Interest-bearing $16,508 $16,157
TOTAL DEPOSITS $24,379 $22,514
Federal funds purchased $1,204 $2,000
Securities sold under agreements to repurchase $819 $269
Other short-term funds borrowed $2,074 $2,116
Long-term debt $3,553 $3,201
Company -obligated mandatorily redeemable capital

securities of FBS Capital | $300 $0
Acceptances outstanding $169 $223
Other liabilities $938 $826
TOTAL LIABILITIES $33,436 $31,149
Shareholders' equity:
Preferred stock $103
Common stock, par value $1.25 a share-authorized 200,000,00 shares;

issued: 1996-141,747,738 shares; 1995-135,632,324 shares $177 $170
Capital surplus $1,154 $909
Retained earnings $2,165 $1,918
Unrealized gain on securities, net of tax $3 $23
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Less cost of common stock in treasury: 1996-6,877,497 shares,

1995-8,297,756 shares -$446 -$398
Total shareholders equity $3,053 $2,725
Total liahilities and shareholders' equity $36,489 $33,874

EXHIBIT 1b: CONSOLIDATED STATEMENT OF

INCOME
Year Ended December 31 (In Millions, Except Per-Share 1996 1995 1994
Data)
INTEREST INCOME
Loans $2,339.3 $2,273.4 $1,914.7
Securities:

Taxable $241.5 $226.0 $327.9

Exempt from federal income taxes $25.5 $11.2 $12.0
Other interest income $47.6 $34.6 $33.5
Total interest income $2,653.9 $2,545.2 $2,288.1
INTEREST EXPENSE
Deposits $673.1 $706.7 $597.3
Federal funds purchased and repurchase agreements $122.4 $118.1 $103.1
Other short-term funds borrowed $120.4 $90.2 $20.4
Long-term debt $202.7 $190.0 $147.9
Company-obligated mandatorily redeemable capital securities

of FBS Capital | $2.3 $0.0 $0.0
Total interest expense $1,120.9 $1,105.0 $868.7
Net interest income $1,533.0 $1,440.2 $1,419.4
Provision for credit losses $136.0 $115.0 $123.6
Net interest income after provision for credit losses $1,397.0 $1,325.2 $1,295.8
NONINTEREST INCOME
Credit card fees $292.6 $232.7 $179.0
Trust fees $230.7 $175.3 $159.2
Service charges on deposit accounts $141.5 $123.7 $127.3
Investment products fees and commissions $33.4 $27.6 $29.6
Securities gains (losses) $15.0 $0.0 -$115.0
Termination fee $190.0 $0.0 $0.0
State income tax refund $65.0 $0.0 $0.0
Gain on sale of mortgage banking operations $45.8 $0.0 $0.0
Gain on sale of branches $0.0 $31.0 $0.0
Other $171.7 $192.8 $178.8
Total noninterest income $1,185.7 $783.1 $558.9
NONINTEREST EXPENSE
Salaries $465.6 $441.0 $450.7
Employee benefits $105.0 $96.4 $105.7
Goodwill and other intangible assets $106.5 $57.1 $50.4
Net occupancy $98.5 $98.6 $103.8
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Furniture and equipment $89.0 $94.2 $88.3
Other personnel costs $55.8 $40.9 $35.7
Professional services $39.9 $36.9 $38.5
Advertising and marketing $35.4 $32.0 $35.5
FDIC insurance $11.4 $35.8 $58.4
SAIF special assessment $51.0 $0.0 $0.0
Merger, integration, and resizing $69.9 $0.0 $66.2
Merger-related severance $0.0 $0.0 $56.5
Other $260.1 $273.0 $259.7
Total noninterest expense $1,388.1 $1,205.9 $1,349.4
Income from continuing oper ations befor e income taxes $1,194.6 $902.4 $505.3
Applicable income taxes $454.8 $334.3 $191.8
Income from continuing operations $739.8 $568.1 $313.5
Loss from discontinued operations $0.0 $0.0 -$8.5
Net income $739.8 $568.1 $305.0
Net income applicable to common equity $733.6 $560.6 $292.4
EARNINGS PER COMMON SHARE
Average common and common equivalent shares 137,415,619.0 133,936,030.0 136,274,991.0
Income from continuing operations $5.34 $4.19 $2.21
Loss from discontinued operations $0.00 $0.00 -$0.06
Net income per share $5.34 $4.19 $2.15

EXHIBIT 2a. U.S. BANCORP AND SUBSIDIARIES (PRE-MERGER)
CONSOLIDATED BALANCE SHEET
(INMILLIONS, EXCEPT SHARE DATA)
DECEMBER 31,
1996 1995

ASSETS
Cash and due from banks 2401.1 2416.2
Federal funds sold and security resal e agreements 70.9 506.4
Other short-term investments 14.2 10.1
Trading account securities 85.1 279.7
Loans held for sale 180.5 160.5
Securities available for sale, at fair value (amortized

cost: 1996--$3,041.7; 1995--$3,259.1) 3047.9 3276.7
Securities held to maturity, at amortized cost (fair

value: 1996--$810.9; 1995--$885.7) 796.7 865.1
Loans and lease financing, net of deferred fees 25046.7 22784.8
Allowance for credit losses -475.9 -434.5
Net loans and lease financing 24570.8 22350.3
Premises, furniture and equipment, net 614.1 633.8
Other real estate and equipment owned 251 32.7
Customers ' liability on acceptances 327.7 306.7
Goodwill and core deposit intangibles 377.6 190.7
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Other assets 748.7 765.4
33260.4 31794.3

LIABILITIES
Interest-bearing deposits 18503.8 17255.0
Noninterest-bearing deposits 6473.2 6009.7
Total deposits 24977.0 23264.7
Federal funds purchased and security repurchase

agreements 1672.4 27311
Commercia paper and other short-term borrowings 822.5 868.2
Long-term debt 1811.5 1377.0
Acceptances outstanding 327.7 306.7
Other liabilities 638.5 629.6
Totd liabilities 30249.6 29177.3
CAPITAL QUALIFYING SECURITIES
U.S. Bancorp-obligated mandatory redeemable

capital securities of subsidiary trust holding only

junior subordinated deferrable interest debentures

of U.S. Bancorp 300.0 0.0
SHAREHOLDERS EQUITY
Preferred stock, authorized 50,000,000 shares:

Series A, no par value, 6,000,000 shares outstanding 150.0 150.0
Common stock, $5 par value, authorized 250,000,000

shares, outstanding: 1996--147,199,668; 1995--150,592,468 736.0 752.9
Capital surplus 178.1 347.8
Retained earnings 1644.5 1356.9
Net unrealized gain on securities available for sale, net of tax 2.2 9.4
Total shareholders equity 2710.8 2617.0

33260.4 31794.3

EXHIBIT 2b. U.S. BANCORP AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF INCOME
(INMILLIONS, EXCEPT SHARE DATA)

INTEREST INCOME

Loans and lease financing, including fees
Securities available for sale

Securities held to maturity

YEAR ENDED DECEMBER 31,
1996 1995 1994

22079  2103.7 1758.8
190.1 141.9 137.7
435 108.0 1255
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Loans held for sale 13.3 13.2 27.6
Trading account securities 7.8 105 9.0
Other interest income 20.7 15.2 15.8
Total interest income 24833 23925 20744
INTEREST EXPENSE
Deposits 768.2 710.0 523.8
Short-term borrowings 147.4 199.7 135.6
Long-term debt 101.1 83.4 79.3
Total interest expense 1016.7 993.1 738.7
NET INTEREST INCOME 1466.6 1399.4  1335.7
Provision for credit losses 135.2 124.1 120.1
Net interest income after provision for credit losses 13314 12753 1215.6
NONTINTEREST REVENUES
Service charges on deposit accounts 197.4 189.5 191.6
Trust and investment management 71.6 65.8 65.3
Bank card revenue, net 59.7 73.4 73.3
Exchange fees 404 42.6 36.7
Other operating revenue 156.9 138.3 1375
Equity investment income (loss) 27.8 3.2 -54
Gain on sale of operations and loans 25.6 8.9 62.9
Gain (loss) on sale of securities 5.8 3.0 -9.2
Total noninterest revenues 585.2 524.7 552.7
NONINTEREST EXPENSES
Employee compensation and benefits 615.2 602.1 646.2
Equipment rental's, depreciation and maintenance 118.8 127.4 139.9
Net occupancy expense 81.7 85.4 875
Stationery, supplies and postage 63.2 63.9 59.2
Regulatory agency fees 9.3 35.5 54.1
Amortization of goodwill and core deposit intangibles 22.8 16.6 16.0
Other operating expenses 235.3 261.0 302.2
Merger and integration costs 18.2 98.9 0.0
SAIF assessment 10.3 0.0 0.0
Restructuring charge 0.0 0.0 100.0
Total noninterest expenses 11748  1290.8  1405.1
Income before income taxes 741.8 509.2 363.2
Provision for income taxes 262.9 180.2 108.5
NET INCOME 478.9 329.0 254.7
NET INCOME AVAILABLE TO COMMON SHAREHOLDERS 466.7 316.8 2425
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NET INCOME PER COMMON SHARE

AVERAGE NUMBER OF COMMON SHARES OUTSTANDING (000's)

EXHIBIT 2c: U.S. BANCORP AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CHANGESIN SHAREHOLDERS EQUITY

3.08

2.09 1.60

(NET UNREALIZED GAIN (LOSS) ON)

151313.0 151554.0 151392.0

SHARES COMM CAPITAL RETAIN SECURI PREFER TOTAL
ON TIES RED
(DOLLARSIN MILLIONS) OUTSTANDI STOCK SURPLUS EARNIN NET OF STOCK
NG GS TAX

BALANCE AT JANUARY 1, 1994 150483832.0 7524 469.7 10424 27.2 150.0 2441.7
Net income 254.7 254.7
Exercise of stock options 904235.0 45 8.4 129
Repurchase of common stock -2228300.0 -11.1 -46.0 -57.1
Common stock issued in acquisition 2410340.0 12.1 4.1 12.6 -1.0 27.8
Common stock issued to redeem

subordinated debt 8689.0 0.1 0.1
Common dividends declared (per

share -- $.94) -120.5 -120.5
Preferred dividends declared -12.2 -12.2
Dividends reinvested and other 545757.0 2.7 9.0 -1.2 105
Changein fair value of securities,

net of tax -64.9 -64.9
BALANCE AT DECEMBER 31, 152124553.0 760.6 4453 11758 -38.7 150.0 2493.0
1994
Net income 329.0 329.0
Exercise of stock options 723184.0 3.6 95 13.1
Repurchase of common stock -6548525.0 -32.7 -143.1 -175.8
Common stock issued to redeem

subordinated debt 3921225.0 19.6 30.1 49.7
Common dividends declared (per

share -- $1.06) -135.7 -135.7
Preferred dividends declared -12.2 -12.2
Dividends reinvested and other 372031.0 18 6.0 7.8
Changein fair value of securities,

net of tax 48.1 48.1
BALANCE AT DECEMBER 31, 150592468.0 752.9 3478 1356.9 9.4 150.0 2617.0
1995
Net income 478.9 478.9
Exercise of stock 1396132.0 7.0 26.6 33.6
Repurchase of common stock -14603800.0 -73.0 -477.6 -550.6
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Common stock issued in acquisition 9656911.0 48.3 276.3 324.6
Common dividends declared (per

share -- $1.18) -179.2 -179.2
Preferred dividends declared -12.2 -12.2
Dividends reinvested and other 157957.0 0.8 5.0 0.1 5.9
Changein fair value of securities,

net of tax -7.2 -7.2
BALANCE AT DECEMBER 31, 147199668.0 736.0 1781 1 5 22 150.0 2710.8

1996

EXHIBIT 2d. U.S. BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS

(INMILLIONS)

CASH FLOWS FROM OPERATING ACTIVITIES

Net income

YEAR ENDED DECEMBER 31,

Adjustments to reconcile net income to cash used in operating activities

Deferred income tax (benefit) expense
Depreciation, amortization and accretion
Provision for credit losses

Noncash portion of merger and integration costs

Noncash portion of restructuring charge
Net gain on sales of operations

Net (gain) loss on sale of equity investments

Net (gain) loss on sale of securities
Net gain on sale of trading securities
Net gain on sales of loans and property

Net gain on sales of mortgage loan servicing rights

Changein

Loans held for sale

Trading account securities

Deferred loan fees, net of amortization
Accrued interest receivable

Accrued interest payable

Other assets and liabilities, net

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from maturities of interest-bearing deposits of

nonbank subsidiaries

Purchase of interest-bearing
nonbanksubsidiaries

deposits

by

Net decrease in investments in interest-earning deposits by

banking subsidiaries

1996 1995 1994
478.9 329.0 254.7
41.0 -49.8 -47.7
153.8 129.0 146.0
135.2 124.1 120.1
14.3 87.6
68.8
-28.8 -51.7
-23.7 -24 59
-5.8 -3.0 9.2
-16.0 -16.2 -4.3
-17.2 -40.4 -25.8
-4.0 -1.0
-15.2 229.8 552.7
213.0 -124.3 77.5
0.3 54 71
19.6 -15.6 -22.9
-21.8 271 75
-27.6 86.4 -66.6
896.0 766.7 1029.5
223 12.4 217
-29.2 -13.0 -12.1
2.8 15 5.8
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Proceeds from maturities of securities held to maturity 114.2 367.2 777.0
Proceeds from sales of securities held to maturity 39

Purchase of securities held to maturity -53.2 -426.1
Proceeds from sale of securities available for sale 468.1 993.9 610.1
Proceeds from maturities of securities available for sale 1061.3 610.8 435.0
Purchase of securities available for sale -1018.3 -1555.2 -913.3
Proceeds from sales of equity investments 40.2 10.0 4.2
Purchase of equity investments -18.3 -39.8 -18.3
Principa collected on loans made by nonbank subsidiaries 1713.0 1191.5 849.8
L oans made to customers by nonbank subsidiaries -1919.7 -1398.9 -846.4
Net change in loans by banking subsidiaries -16740  -1681.6 -2103.1
Proceeds from sales of loans 70.5 409.6 1225
Purchase of loans -76.5
Proceeds from sales of premises and equipment 24.4 36.2 15.1
Purchase of premises and equipment -87.8 -81.9 -120.5
Proceeds from sales of mortgage servicing rights 0.7 3.2 24.9
Purchase of mortgage servicing rights -6.6 -10.6
Proceeds from sales of foreclosed assets 79.2 63.4 47.2
Acquisitions/dispositions, net of cash and cash equivalents -103.1 15.7 336.5
Net cash used in investing activities -1253.7  -1110.9 -1277.1

(CONTINUED)
CASH FLOWS FROM FINANCING ACTIVITIES

Net change in deposits 982.1 1401.2 32.8
Net change in short-term borrowings -1104.4 -824.7 968.7
Proceeds from issuance of long-term debt 1039.2 772.0 631.9
Repayment of long-term debt -605.2 -439.5 -555.1

Proceeds from issuance of capital qualifying securities 300.0
issued by subsidiary trust

Proceeds from issuance of common stock 26.9 16.4 20.5
Common stock repurchased -550.6 -175.8 -57.1
Dividents paid -180.9 -145.3 -128.2
Net cash provided by financing activities -92.9 604.3 913.5
NET CHANGE IN CASH AND CASH EQUIVALENTS -450.6 260.1 665.9
CASH AND CASH EQUIVALENTS AT BEGINNING OF 2922.6 2662.5 1996.6
YEAR

CASH AND CASH EQUIVALENTSAT END OF YEAR 2472.0 2922.6 2662.5

SUPPLEMENTAL DISCLOSURES
Cash paid during the period for

Interest 1038.4 966.3 732.6
Income taxes 192.5 190.5 151.2
Noncash investing activities
Transfers
Loans to other rea estate owned 73.8 78.2 38.7
Loans to loans held for sale 300.7
Loans held for sale to loans 124 30.2 32.8

Proceedings of the International Academy for Case Sudies, Volume 5, Number 2 Las Vegas, 1998



Allied Academies International Conference page 133
Consumer loans from loans held for sdle 96.4
Securities held to maturity to available for sadle 800.1
Securities available for sale to held to maturity 56.3
Fair value adjustment to securities available for sale 114 81.0 108.3
Income tax effect related to fair value adjustment 4.2 32.9 424
Redemption of convertible subordinated debentures 49.9

EXHIBIT 3a: CONSOLIDATED BALANCE SHEET, COMBINED FIRM
At December 31 (In thousands) 1997 1996
ASSETS
Cash and due from banks $38,056 $43,183
Interest bearing deposits with banks $163 $1,218
Investment securities:

Availablefor sale $580,115 $455,890

Held to maturity (market value $541,093 on December 31, 1997,

and $549,427 on December 31, 1996) $532,341 $546,318

Assets held in trust for collateralized mortgage obligation $4,267 $5,259
Loans held for sale $13,163 $14,809
Loans $981,739 $929,736

Less: Unearned income $5,327 $4,819
Allowance for loan losses $12,113 $13,329
Net loans $964,299 $911,588
Premises and equipment $17,630 $18,201
Accrued income receivable $17,317 $17,362
Mortgage servicing rights $14,960 $12,494
Goodwill and core deposit intangibles $19,122 $21,478
Bank owned life insurance $33,979 $32,451
Other assets $3,698 $6,861
TOTAL ASSETS $2,239,110 $2,087,112
LIABILITIES
Non-interest bearing deposits $146,685 $144,314
Interest bearing deposits $992,842 $994,424
Total deposits $1,139,527 $1,138,738
Federal funds purchased and securities sold under agreements

to repurchase $92,829 $76,672
Other short-term borrowings $57,892 $79,068
Advances from Federal Home Loan Bank $754,195 $605,499
Collateralized mortgage obligation $3,779 $4,601
Long-term debt $4,361 $4,172
Total borrowed funds $913,056 $770,102
Other liabilities $28,347 $26,355
TOTAL LIABILITIES $2,080,930 $1,935,195
STOCKHOLDERSEQUITY
Preferred stock, no par value; 2,000,00 shares authorized;

there were no shares issued and outstanding on
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December 31, 1997, and 1996 $0 $0
Common stock, par value $2.50 per share; 12,000,000

shares authorized; 5,760,676 shares issued and

4,893,718 outstanding on December 31, 1997,

5,742,264 shares issued and 5,081,004 shares

outstanding on December 31, 1996 $14,402 $14,356
Treasury stock at cost, 866,958 shares on December 31,

1997, and 661,260 shares on December 31, 1996 -$31,175 -$19,538
Surplus $93,934 $93,527
Retained earnings $78,866 $63,358
Net unrealized gains on available for sale securities $2,153 $214
TOTAL STOCKHOLDERS EQUITY $158,180 $151,917
TOTAL LIABILITIESAND STOCKHOLDERSEQUITY $2,239,110 $2,087,112

EXHIBIT 3b: CONSOLIDATED STATEMENT INCOME, COMBINEDFIRM
Y ear ended December 31 (In thousands, except per share data) 1997 1996 1995
INTEREST INCOME
Interest and fees on loans:

Taxable $81,105 $72,873 $69

Tax exempt $2,400 $1,560 $2
Deposits with banks $190 $132 $0
Federal funds sold and securities purchased under

agreements to resel| $2 $36 $0
Investment securities:

Availablefor sale $31,769 $29,025 $22

Held to maturity $38,967 $33,237 $34
Assets held in trust for collateralized mortgage obligation $355 $470 $0
Total Interest Income $154,788 $137,333 $129
INTEREST EXPENSE
Deposits $42,572 $42,060 $45
Federal funds purchased and securities sold under

agreements to repurchase $5,060 $3,888 $4
Other short-term borrowings $3,123 $3,706 $2
Advances from Federal Home Loan Bank $36,648 $25,952 $20
Collateralized mortgage obligatin $415 $470 $0
Long-term debt $111 $119 $0
Total Interest Expense $87,929 $76,195 $73
NET INTEREST INCOME $66,859 $61,138 $56

Provision for loan losses $158 $90 $0
NET INTEREST INCOME AFTER PROVISION FOR LOAN $66,701 $61,048 $55
LOSSES
NON-INTEREST INCOME
Trust fees $4,022 $3,708 $3
Net gains (losses) on loans held for sale $2,008 $1,060 $0
Net realized gains on investment securities $792 $638 $0
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Gain on disposition of business line $0 $0 $0
Wholesale cash processing fees $976 $1,085 $1
Service charges on deposit accounts $3,323 $3,264 $2
Net mortgage servicing fees $2,104 $2,312 $2
Bank owned life insurance $1,644 $1,574 $0
Other income $5,334 $5,048 $4
Total Non-Interest Income $20,203 $18,689 $16
NON-INTEREST EXPENSE
Sdaries and employee benefits $28,197 $25,483 $25
Net occupany expense $4,431 $4,463 $4
Equipment expense $3,260 $3,111 $3
Professional fees $2,928 $2,770 $2
Supplies, postage, and freight $2,766 $2,693 $2
Misscellaneous taxes and insurance $1,483 $1,418 $1
FDIC deposit insurance expense $119 $2,561 $1
Amortization of goodwill and core deposit intangibles $2,356 $2,360 $2
Other expense $8,564 $7,615 $6
Total Non-Interest Expense $54,104 $52,474 $50
INCOME BEFORE INCOME TAXES $32,800 $27,263 $21

Provision for income taxes $9,303 $7,244 $6
NET INCOME $23,497 $20,019 $15
PER COMMON SHARE DATA:

Basic: $4.69 $3.85 $0.00

Net income $5,014,376.00 $5,195,364.00 $5,468.00

Net income $4.61 $3.83 $0.00
Average number of shares outstanding $5,091,424.00 $5,231,587.00 $5,480.00
Cash Dividends Declared $1.60 $1.37 $0.00

EXHIBIT 3c: CONSOLIDATED STATEMENT OF CHANGESIN STOCKHOLDERS EQUITY

(In thousands)

Preferred Common Treasury Retained

Stock Stock Surplus Earnings

Balance at December 31, 1994 $0 $14,275 -$3,064 $92,923 $40,355
Net income for the year 1995 $0 $0 $0 $0 $15,803
Stock options exercised $0 $59 $0  $438 $0
Net unrealized holding gains on available for sale securities $0 $0 $0 $0 $0
Cash dividends declared:

Common stock ($0.25 per share on 5,584,722 shares; $0.27 per

share on 5,531,966 shares; $0.27 per share on 5,034,457 shares;

and $0.27 per share on 5,310,489 shares) $0 $0 $0 $0 -$5,757
Treasury stock, 295,512 shares at cost $0 $0 -$7,943 $0 $0
Balance at December 31, 1995 $0 $14,334 -$11,007 $93,361 $50,401
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Net income for the year 1996 $0 $0 $0 $0 $20,019
Stock options exercised $0 $22 $0  $166 $0
Net unredlized holding losses on available for sale securitites $0 $0 $0 $0 $0
Cash dividends declared:
Common stock ($0.27 per share on 5,266,539 shares; $0.30 per
share on 5,147,403 shares; $0.30 per share on 5,081,004 shares;
and $0.20 per share on 5,081,004 shares) $0 $0 $0 $0 -$7,062
Treasury stock, 238,048 shares at cost $0 $0 -$8,531 $0 $0
Balance at December 31, 1996 $0 $14,356 -$19,538 $93,527 $63,358
Net income for the year 1997 $0 $0 $0 $0 $23,497
Stock options exercised $0 $46 $0  $407 $0
Net unrealized holding gains on available for sale securities $0 $0 $0 $0 $0
Cash dividends declared:
Common stock ($0.30 per share on 5,085,429 shares; $0.35 per
share on 5,021,429 shares; $0.35 per share on 4,993,318 shares;
and $0.25 per share on 4,893,718 shares) $0 $0 $0 $0 -$7,989
Treasury stock, 205,698 shares at cost $0 $0 -$11,637 $0 $0
Balance at December 31, 1997 $0 $14,402 -$31,175 $93,934 $78,866
EXHIBIT 3d: CONSOLIDATED STATEMENT OF CASH FLOWS.COMBINED
Year ended December 31 (In thousands) 1997 1996 1995
OPERATING ACTIVITIES
Net income $23,497  $20,019 $1
Adjustments to reconcile net income to net cash
provided by operating activities:
Provision for loan losses $158 $90 $0
Depreciation and amortization expense $2,430 $2,564 $0
Amortization expense of goodwill and core deposit intangibles $2,356 $2,360 $0
Amortization expense of mortgage servicing rights $1,806 $1,249 $0
Net amortization (accretion) of investment securities $218 $182 $0
Net realized gains on investment securities -$792 -$638 $0
Net realized (gains) losses on loans held for sale -$2,008  -$1,060 $0
Origination of mortgage loans held for sale -$260,984 -$191,299 -$10
Sales of mortgage loans held for sale $258,261 $196,238 $9
Decrease (increase) in accrued income receivable $45 -$610 $0
Net gain on disposition of business line $0 $0 $0
Increase in accrued expense payable $1,385 $397
Net cash provided by operating activities $26,372  $29,492 $1
INVESTING ACTIVITIES
Purchase of investment securities and other short-term investments -$686,087 -$633,641 -$46
Proceeds from maturities of investment securities and other short-term investments $164,721 $128,973 $10
Proceeds from sales of investment securities and other short-term investments $414,682 $389,068 $27
Long-term loans originated -$322,491 -$333,343 -$26
Loans held for sale -$13,163  -$14,809 $0
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Principal collected on long-term loans $288,669 $240,679 $24
Loans purchased or participated -$2 -$1,614 -$3
Loans sold or participated $234 $663 $9
Net decrease (increase) in credit card receivables and other short-term loans $261  -$2,222 $0
Purchases of premises and equipment -$1,913  -$2,227 $0
Sale/retirement of premises and equipment $54 $49 $0
Net decrease in assets held in trust for collateralized mortgage obligation $992 $1,840 $0
Increase in mortgage servicing rights -$4,272  -$2,371 $0
Cash received from disposition of businessline $0 $0 $0
Premium paid to purchase bank owned life insurance $0 $0 -$3
Net decrease (increase) in other assets $583 -$817 $0
Net cash used by investing activities -$157,732 -$229,772 -$7
FINANCING ACTIVITIES
Proceeds from sales of certificates of deposit $270,064 $248,589 $3
Payments for maturing certificates of deposit -$258,653 -$272,838 -$3
Net decrease in demand and savings deposits -$10,622 -$14,871 $0
Net (decrease) increase in federal funds purchased, securities sold under
agreements to repurchase, and other short-term borrowings -$5,931  $59,527 -$1
Net principal borrowings on advances from Federal Home Loan Bank $148,696 $177,282 $2
Principal borrowings of long-term debt $5,068 $0 $0
Repayments of long-term debt -$4,879 -$889 $0
Common stock dividends paid -$9,305  -$4,522 $0
Proceeds from dividend reinvestment and stock purchase plan and stock $0
options exercised $453 $188 $0

Purchases of treasury stock -$11,637  -$8,531 $0
Net increase (decrease) in other liabilities $1,924 $578 $0
Net cash provided by financing activities $125,178 $184,513 $0
NET (DECREASE) INCREASE IN CASH EQUIVALENTS -$6,182  -$15,767 $0
CASH EQUIVALENTSAT JANUARY 1 $44,401  $60,168 $0
CASH EQUIVALENTSAT DECEMBER 31 $38,219  $44,401 $0

EXHIBIT 4. RATIO COMPARISON WITH INDUSTRY :

US Bancorp, December 1997

source: Hoover's Company Information 1998, Hoover's, Inc. Austin, TX

PROFITABILITY RATIOS COMPANY INDUSTRY MARKET

Gross Profit Margin 45.49

Pre-Tax Profit Margin 20.07 20.62 7.9

Net Profit Margin 12.05 13.9 5.72

Return on Equity 12.2 14.8 15.1

Return on Assets 11 13 29

Return on Invested Capital 45 7.2 7.9

VALUATION RATIOS COMPANY INDUSTRY MARKET

Price/Sales Ratio 5.61 381 1.37

Price/Earnings Ratio 40.01 28.36 28.79

Price/Book Ratio 5.69 4.05 3.62
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Price/Cash Flow Ratio 46.35 27.59 12.49
OPERATING RATIOS COMPANY INDUSTRY MARKET
Days of Sales Outstanding 48.87
Inventory Turnover 7.8
Days Cost of Goods Sold in Inventory 46
Assest Turnover 0.1 0.1 0.6
Net Receivables Turnover Flow 8.2
Effective Tax Rate 39.9 35.9 41.1
FINANCIAL RATIOS COMPANY INDUSTRY MARKET
Current Ratio 143
Quick Ratio 0.8
Leverage Ratio 11.59 11.75 5.13
Total Debt/Equity 1.85 1.65 1.28
Total Debt/Equity 1.85 1.65 1.28
Interest Coverage 16 16 24
PER SHARE DATA ($) COMPANY INDUSTRY MARKET
Revenue Per Share 8.35 13.31 28.21
Fully Diluted Earnings Per Share from
Total Operations 1.17 1.79 134
Dividends Per Share 0.66 0.78 0.48
Cash Flow Per Share 101 1.84 3.09
Working Capital Per Share 0.19
Long-Term Debt Per Share 14 13.05 9.46
Book Value Per Share 8.23 1254 10.67
Total Assets Per Share 95.41 147.23 54.77
GROWTH RATES COMPANY INDUSTRY MARKET
12-Month Revenue Growth 68.5 317 12.3
12-Month Net Income Growth 18 18.3 14.3
12-Month EPS Growth 26.4 47 31
12-Month Dividend Growth 13.8 16.4 7.7
36-Month Revenue Growth 32.2 141 9.4
36-Month Net Income Growth 19 134 13.8
36-Month EPS Growth 6.2 2.2 11
36-Month Dividend Growth 131 2 51

Exhibit 5. MARKET CAPITALIZATION RANKINGS (BANKYS)

TOP 30 COMPETITORS
source: Quicken.com Quote Plus
Symbol Company Name Market Cap ($000)
NB NATIONSBANK CORP $83,395,515
CCl CITICORP $78,678,057
BAC BANKAMERICA CORP $67,545,027
CMB CHASE MANHATTAN CORP $63,474,898
FTU FIRST UNION CORP $61,110,842
ONE BANC ONE CORP $41,998,320
USB U SBANCORP DEL $34,777,053
WFC WELLS FARGO &CO $32,439,095
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BNOB NORWEST CORP $28,852,161
FCN FIRST CHICAGO NBD CORP $27,318,759
FLT FLEET FINL GROUP INC NEW $24,243,083
NCC NATIONAL CITY CORP $23,569,150
CFL CORESTATES FINL CORP $19,425,168
MEL MELLON BANK CAPNTS $18,962,804
KRB MBNA CORP $18,356,011
STI SUNTRUST BKSINC $17,680,211
WB WACHOVIA CORP NEW $17,649,967
PNC PNC BK CORP $17,597,385
BKB BANKBOSTON CORP $16,666,908
KEY KEY CORP NEW $15,897,565
CRZBY COMMERZBANK A G $15,273,469
CMA COMERICA INC $11,011,781
BBK BB&T CORP $9,951,958
SuB SUMMIT BANCORP $8,510,249
PVN PROVIDIAN FINANCIAL CORP $7,796,560
UPC UNION PLANTERS CORP $7,692,588
RNB REPUBLIC N Y CORP $7,581,092
FOA FIRST AMER BK CORP $7,539,859
MTL MERCANTILE BANCORPORATION $7,384,325
FSR FIRSTAR CORP NEW $7,102,789
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BASA: A CASE OF SMALL BUSINESSFRAUD

JoAnn C. Carland, Western Carolina University
JamesW. Carland, Western Carolina University

CASE DESCRIPTION

The primary subject matter of this case concerns fraud in a small business. The case has a
difficulty level of three. Secondary issues involve business valuation and succession. This case may
be taught in small business or accounting classes. The case is designed to be taught in a three hour
class or two or three one-hour classes and is expected to require up to two hours of outside
preparation by the student.

CASE SYNOPSIS

BASA isa small service company which repairs buses. The owner has behaved in an expense
preference manner for the entire tenure of his business. He was diagnosed with cancer about three
years earlier and had entered into negotiations with a buyer to purchase the business prior to his
death. Yet when his doctor later suggested that the cancer was in remission, the owner decided to
keep the business and continue running it. Because he was small, he had performed his own
bookkeeping or had a friend come in on occasion and help him out. After his brush with death,
however, he hired a defrocked CPA to take care of the day to day accounting activities. Several
months ago, the owner felt ill, entered the hospital for some tests, and died within the week. He had
not finalized his plans concerning what to do with the business upon his death, and the widow was
forced to take over the business quickly asit began to have severe cash flow problems.

We were asked to come in and value the business for sale and when we asked for the
financials for restatement purposes, the accountant admitted his guilt. He had taken over $10,000
from the company. The case deals with the particulars of that event.
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TOWARDSA CRITICAL PEDAGOGY FOR
MANAGEMENT EDUCATION: A POSTMODERN
ANALYSISOF THE INTERNATIONAL MONETARY
FUND ASA LIVE CASE

page 141

L oren Dyck, Hawaii Pacific University
Art Whatley, Hawaii Pacific University

ABSTRACT

The process of globalization requires a rethinking of the key competencies and abilities held
by graduates from our MBA programs. Prior knowledge is made increasingly obsolete in this new
era where global economic forces supersede the power of all but the most powerful the nation states.
Business education must break with its long standing reliance on teaching that is conventional,
driven by a learning model based on knowledge acquisition through the medium of standard
textbooks and “fact the front” classroom designs. This type of learning maintains existing
organizational arrangements and established ways of managing more appropriate for stable
environments. It fosters reliance on past experiences and traditional modes of action that are

inappropriate for the novel problems and circumstances created by globalization and the
information revolution.
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THE CUSTOMER COMES SECOND:
EMPLOYEE SATISFACTION LEADSTO
CUSTOMER SATISFACTION

Patricia L. Hoch, Southeast Missouri State University
CharlesR. Wiles, Southeast Missouri State University
Jack Sterrett, Southeast Missouri State University

CASE DESCRIPTION

This case uses the implementation of the process of employee physical examinations/
wellness at a rural hospital to address the following concepts of Total Quality Management:
continuous improvement; internal customer satisfaction; external customer satisfaction; employee
empower ment; and, use of cross-functional teams.

It is designed to be taught in a 60 to 70 minute, upper level, undergraduate or graduate class
in Quality Management that could involve group discussions of options that arise. Outside
classroom preparation is expected to require up to two hours. The case could also be used in course
work in the areas of Human Resource Management or Healthcare Management.

CASE SYNOPSIS

A small, rural health care provider, faced with shrinking resources, turned to Total Quality
Management and its tools to find ways to function more efficiently and effectively. This case
presents a unigque example of how empowered employees, through team efforts, were able to improve
the process of annual employee physicals in their organization. This ultimately helped them to
realize how saf-improvement, specifically through improved health and well being, has a dramatic
and favorable effect on the provision of servicesto external customers. Questions arose concerning
whether the cost effectiveness of such improvements were really in the best interest of the ultimate
consumer --the community it serves.

INTRODUCTION

The ever-changing environment of health care, including attempts to keep pace with
technology, coupled with a reduction in operating income and the outcry of the public, the
government, and the media for answers asto why health care costs continue to increase, have forced
many health care organizations to take a hard look at themsalves. Webster Memorial Hospital, a small
community based not-for-profit hospital located in rural Missouri, was faced with these same
challenges. Like many other health care providers, it turned to the philosophy of Total Quality
Management (TQM) and a dedication to continuous quality improvement (CQI) as a means of
remaining viable. As part of this process, particular attention was paid to opportunities to improve
systems and processes within the hospital structure. Employees were educated in the principles of
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TOM, were caled upon to become an integral part of the process, and were assured the support of
adminigration and upper management. Realizing TQM can provide powerful processes for solving
operational problems, many tools were put into use by the hospital in the hope of an improved work
environment and ultimately the increased satisfaction of the external customer - the community.

Webster Memorial knew communication was one of the keys to the success of any total
quality system and found teams to be a great forum for such communication. The use of QAT
(Quality Action Team) then became the vehicle through which processes and procedures were
anayzed and improved. Theinvolvement of employees from various departments and disciplines on
each of these teams became an essentid part of the process. One of the processes found to be in need
of redesign was the procedure in place to facilitate annual employee physicals. The current process
was outdated, cumbersome, and did not take advantage of the newer technology and professional
resources that were now available. Many employees were a so frustrated with the process that often
took too long and were not feeling any noticeable benefits. The use of QAT to focus on this process
provided a unique opportunity for newly empowered employees to benefit the “internal” customer
and ultimately have a positive effect on the external customer as well.

One of the first steps in identifying areas of improvement in the annual physical process
included flowcharting the current procedure. What was found was an extended process that involved
anatification of the employee by the Outpatient department of the upcoming annual physical along
with instructions to contact outpatient to schedule a day for the required diagnostic testing. On the
scheduled day, a stop must first be made at the admitting office to be assigned an account number,
followed by atrip to the laboratory, radiology and outpatient departments. One of the mandated tests,
a PPD, required areturn trip to the outpatient department 72 hours later to be checked. Physical
exams were usudly conducted by the physician on duty and may have been completed at the time of
the employee' s first visit, scheduled for alater date, or postponed indefinitely, dependent upon the
patient load in the outpatient department. The results of the diagnostic testing, when completed on
the same day, were usually not available for review during the actual physical examination.

Asthe QAT team focused on possible ways to improve this process, two different options
became apparent. Only the PPD diagnostic test, which isa TB skin test, isrequired of all employees
by outsde agencies. Eliminating all other diagnostic procedures and the annual physical exam itself
would lighten the workload significantly in the outpatient and ancillary departments and would reduce
costs. Thiswas the first option. The second option, suggested by employees, was streamlining the
entire process, establishing atimetable for when al the eements of the process were to be compl eted,
and setting aside specific times solely for annual employee physical examinations. A nurse
practitioner, amember of the QAT team who would become the individual responsible for dedicating
the time to conduct the physical exam portion of the process, took the suggested changes one step
further. The consideration whether to establish an employee wellness program incorporating the
revised annual employee physical process with the education and resources necessary to improve
overdl employee health was discussed. She cited numerous studies reporting increased productivity,
reduced absenteeism, and a positive impact for the organization by reducing health care costs, sick
leave, disability clams, and workers compensation. Also suggested was a required consultation with
the nurse practitioner asthe finad step in the process at which time the results of any diagnostic testing
could be fully explained, questions answered, and the opportunity used to promote an increased
awareness of ahedthy lifestyle. Computer programs could even be purchased for anominal cost that
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incorporate diagnostic results with individual medical histories and lifestyles for a more personalized
picture of employee health.

Representatives from the outpatient department were part of the QAT team and recognized
the need to make changes but feared the additional workload involved in the suggested increase in
scope from a simple annual employee physical to a comprehensive wellness program.
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METAMORPHOSIS: THE CHANGESOVER TIME

David L. Stamm, Florida Institute of Technology

CASE DESCRIPTION

The primary subject matter of this case concerns management of change. The case hasa
difficulty level of four. Secondary issues examined include use of Change Agents. Internal/external
Consultants, Company values, Leadership and Goals and Objectives. The case is designed to be
taught in a one-class hour and is expected to require up to two hours of outside preparation by the
student.

CASE SYNOPSIS

Fiscal year 1994 became the most challenging year in the corporate life of Nichols Research.
After 17 years of growth a significant decline in Department of Defense (DoD) funding, a major
customer, together with an increasingly competitive business environment, had contributed to a
declinein revenues. Management needed to determine how best to respond to the decrease in the
company’ s overall financial performance.
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AN ATTEMPT TO IMPROVE EFFICIENCY AND
CUSTOMER SATISFACTION BY IMPLEMENTING
AN EMPLOYEE PROFIT SHARING PROGRAM

ChrisWalker, Southeast Missouri State University
CharlesR. Wiles, Southeast Missouri State University
Jack Sterrett, Southeast Missouri State University

CASE DESCRIPTION

The primary subject matter of the case concerns the implementation of an employee profit
sharing program. The case also demonstrates the importance of quality concepts in the
implementation of any new program or process. The student will be made aware that employee
involvement is critical in designing a program that affects them and that there is a relationship
between internal customer satisfaction and external customer satisfaction. The importance of
education and training when implementing a new programis demonstrated. Also the concepts of
cross functional teams, empower ment, and continuous improvement can be discussed. Finally, the
case can be used to demonstrate how Deming’s 14 points relate to the implementation of a new
program involving employees. The teaching note was written for instruction in upper level
undergraduate courses in Total Quality Management or MBA level courses in Managing Quality.
It may also be useful in course in Human Resource Management.

CASE SYNOPSIS

A company has designed and implemented a profit sharing program at one of their most
efficient plants. The profit sharing program is based on meeting or exceeding safety, quality and
production goals. All employees, including supervisors, share in the bonus pool created for
attaining these goals. Only the plant manager is not included in the profit sharing program. The
key areas were all related separate of one another and thus could have an impact on the final
amount that was put into the bonus pool. Thus, it was important to attain high valuesin all areas.
This was done to ensure needed balance across the entire plant so that one area would not be
suboptimized at the expense of another (e.g., attaining record production levels at the expense of
reduced quality and a less safe environment). The employees wer e given the opportunity/authority
to make changes in the processes. The more the processes improved, the higher the performance
would be and the bonus pool would grow. Thus, it was necessary for all personnel to work togther
for successful accomplishment of the program.

The implementation of this profit sharing program at one of their more efficient plants
encountered many problems. Accidents increased, while plant efficiencies and quality levels
decreased. In fact, the employees contacted a local union organization and began the preliminary
steps to form a union at the plant. The company does not want union representation in the plant.
Should the profit sharing program be withdrawn?
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INTRODUCTION

Minerals Inc. had purchased a company with $400 million in annua sales as part of their
strategic plansfor the future. This acquisition would alow them to dominate their part of the industry
and serve their customers in a very efficient manner. The company they purchased had the number
one brands in their respective categories.

However, due to the price Minerals Inc. paid for the new acquisition they were now faced
with aheavy debt load due to the fact that the purchase had been aleveraged buy out. The purchase
included five production facilitiesin the United States and one production facility in Canada. Mineras
Inc. knew they would be faced with a heavy debt load and had planned on incorporating employee
profit sharing programs at all of the production facilities in order to help reduce debt. They felt the
profit sharing program would improve efficiency customer satisfaction, and profit levels.

Minerds Inc. had inherited one production facility from the acquisition on the East Coast that
had union representation. Thisfacility had an incentive program that was based on production levels
only. The company knew they did not want to incorporate a similar program at their other facilities.

Thus, a team of corporate managers was formed to develop an efficient profit sharing
program. The team was composed of an Engineer, an Accountant, and the Director of
Manufacturing. They drafted a profit sharing program that was composed of several key areas. These
aress included safety, quality, mining, production, packaging and shipping. Each area had established
scales with minimum rating level s that needed to be reached in order to generate additional profit. The
higher the performance was in each area the higher the rating on the scale and the more profit there
was that went into a bonus poal. If minimum levels were not attained then money could be removed
from the bonus pool.

The key areas were all rated separate of one another and thus could have an impact on the
fina amount that was put into the bonus pool. Thus, it was important to attain high valuesin all aress.
This was done to insure needed balance across the entire plant so that one area would not be
suboptimized at the expense of another (e.g., attaining record production levels at the expense of
reduced quality and a less safe environment). The employees were given the opportunity/authority
to make changes in the processes. The more the processes improved, the higher the performance
would be and the bonus pool would grow. Thus, it was necessary for all personnel to work together
for successful accomplishment of the program.

All employees, supervisors, and office staff were a part of the profit sharing program. The
only person not part of the profit sharing program was the plant manager. The rating for the profit
sharing program was calculated at the end of each month. The payout for the program was made each
quarter with 20 percent of the bonus pool retained until the end of the year in case of any shortfals
for any months.

After severa months of work the profit sharing program was ready to be deployed. Minerals
Inc. made the decision to implement the profit sharing program at their West Coast facility. The work
history of this plant had been good. It had some of the highest production efficiency ratings of the
company. It had not had alost time accident in over three years. The workforce was quite diverse and
conssted of severa nationdities. The maority of the people consisted of Indians native to India and
Hispanics. Language barriers had been a problem in the past.
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The management team that has developed the program went personally to the plant to unveil
the program to the employees. The plan was presented in three large shift meetings to all personnel.
The program was then put into effect.

Six months after the ingtitution of the program morale was very low, quality levels were low,
and production efficiencies were low. Plant management was informed that the employees had
contacted alocal union for representation of them at the plant.

Minerals Inc. began investigating the cause of the problems. After days of small group
meetings they discovered that the profit sharing program was being used as a hammer by the
supervisors against the employees. The program had created conflicts that had not existed previoudly.
Everyone was pointing the blame at one another. The employees did not understand how the
program/incentive levels worked for their respective areas.
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WIN-$UM COACH LINES: A CASE STUDY

Maggie Forbes, Western Carolina Univer sity

CASE DESCRIPTION

The primary subject matter of this case concerns ethics and entrepreneurship. The caseis
designed for senior level, undergraduates and is expected to require two hours of outside
preparation and to consume two hours of class discussion time. The case is useful in a small
business management course, business ethics course, entrepreneurship course, or business law
course.

CASE SYNOPSIS

The case describes a year in the life of a prospective entrepreneur. It tells the story of a
business student who attempted to turn a class project into an actual business. Win-$um Coach Line.
The business would utilize buses to ferry individuals and groups to and from selected cities to a
recently opened, Indian casino. The venture, which seemed promising from every angle, seemed
poised on the edge of success, when an unethical act on the part of the Casino destroyed Win-$um
Coach Lines beforeit carried itsfirst passenger.

INTRODUCTION

In 1996, the Eastern Band of Cherokee Indians contracted with Harrah's Entertainment, Inc.,
to build a 175,000 sguare foot casino in a nearby town. Construction was underway and the idea
to have a daily shuttle service to and from the casino from the Atlanta, Georgia, Knoxville,
Tennessee, Asheville, North Carolina, and Charlotte, North Carolina, was born.

In discussions with my Professors, it was decided that a student group would spend the
semester developing afeasibility study and business plan. It was understood that | was really going
to open Win-$um Coach in the Fall. Immediately the team and | set out to build Win-Sum Coach,
Inc. | must commend this collegiate team for putting together an impressively complete package.
The business plan drew praise from all who perused it.

THE TURNING POINT

April wasaturning point. | met with the Cherokee Tribe to inform them of my intentions and
as long as the business was not based on tribal property they had no objections. My next meeting,
in May, was with Marsha Cameron, the Director of Marketing of the Cherokee Casino and her boss,
Gaye Gullo, from Memphis. This meeting lifted my entrepreneurial spirits to a new height. We
discussed specid amenities my company would offer, the busses | would lease, and insurance | would
need. Other topics of discussion included territories | would serve, and | was happily informed that
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Harrah's did not get involved with territories, so the sky was the limit. | was told Harrah’s would
share in advertising costs and refer my company to inquiries received, as well as offering afive dollar
chip credit to each customer | delivered. We spoke of my possibly taking atrip to one of their other
casino’'sin New Jersey to see the bus operations. Bus companiesin New Jersey paid a percentage
of their faresto loca stores who promoted the service and Gaye thought | would benefit from atrip
there. We even discussed the possihility of using Win-$um Coach for local shuttle services while our
customers visited Harrah's facility. Overall, the meeting was enlightening and | had a lot of work
ahead of me. The casino was tentatively scheduled to open in early Fall of 1997.

Astime went by, | spoke numerous times to Marsha, keeping her informed of every new detail
in the development of thebusiness. She continually exhibited a vast amount of enthusiasm over the
business. In July she faxed me a sample contract. Thiswas at my request, and was needed so my
lawyer could scrutinize the conditions of the contract. | also needed it to aid in obtaining financing
for the busses.

On August 14™, 1997, | placed acall to Marsha. | had placed severa calls previously and
received no response. Thiswas very unusua. Up to this point she was prompt in returning calls. |
called her boss in Memphis only to find out they were both out of town at a meeting, “somewhere
in Ohio.” Nevertheless, | finally recelved a call back from her about seven o’ clock in the evening.
| explained that my urgency in contacting her was because | was about to expend a large sum of
money, and worried about doing so without a signed contract. | needed assurance from her that |
would have a contract with Harrah's. Her final words to me in that conversation were, “ Maggie, do
whatever you have to do, you will have a contract with Harrah's’.

RED FLAGS

In the beginning of September, | called to speak with Marsha and reached her new secretary
Regina. During thiscall | was informed that a letter had gone out to all potential line-run operators
asking for information about their companies and the vehicles they were planning to use. The
problem was, | never received the letter! | was told it wasn't sent because they did not have my
address. WRONG! We had corresponded on several occasions over the past few months and they
had my address onfile. Reginainformed me the information was already past due but she would put
it in the mail immediately, and | would need to get it back to her ASAP. | hand delivered the
requested information on the ninth of September. Thiswas, or should have been, the first indication
that something wasn't right. | saw it as an oversight of Harrah's.

My second red flag should have been when Regina told me in the middle of September (after
severd callsto check on the status of my contract) that | now needed to contact another person who
was working on transportation issues. | placed two long distance calls to a woman named Mary
Rellly and never received a call back. Subsequently athird call placed around the end of September
was transferred to yet another NEW transportation coordinator’ s office. Asfar as| knew, we till
were going to sign a contract at the end of October, as | had been assured by Marsha.

By summer’s end, Win-$um Coach, Inc. had leased and renovated an office, ordered
computers, aswell as a specialy designed reservation program. | was making fina decisions on the
busses, one computer system was purchased and three others ordered. Cell-phones were purchased,
specid telephone linesingdled, and furniture and equipment was arriving, as planned. The company
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manua was amost complete and | was gathering my work force. | hired an office manager with 20
years experience and two office assistants. Advertising was in print and scheduled. Classified ads
were ready to be placed for bus drivers, and promotiona orders started arriving, My team was
excited and we were truly on the entrepreneurial path. We were just waiting to turn the corner.

The scheduled date for the casino to open was November 13, 1997 Having met our
objectives to this point, it was clear to my team that the office would be fully staffed and open for
reservations on Monday, October 13"

On October 7, 1997, | placed acdl to Marshaat Harrah's and was told she no longer handled
transportation issues. | would have to speak with the transportation coordinator. This person, Laura,
informed me that | am not included in the pool of applicants for line-run operators serving Harrah’s.
WHAT! Thisis crazy! How could this be? | informed her of my months of preparation and my
continued conversations with Marsha, and that advertising has already started. | told her about the
contract signing date scheduled for October 26™. This has to be a mistake. She tells me she will
check it out and call me back. Meanwhile, | am frantic. This can’t be happening! | pick up the
telephone and cal Marshamysdf only to get her voice mail. | leave afrantic message for her to call
me.

How the ball bounces in the corporate arena. One hour passes and | receive acall back from
Laura Sheleaves amessage on my voice mail gpologizing for the mistake and assures me | will have
acontract with Harrah’'s. Shortly thereafter, Marshareturns my call. She, too, apologizes, and tells
me not to worry: the signing date is still on.

We aretruly ateam, everyone is putting his or her best foot forward and no one is stopping.
Local advertising begins, a press release is sent to the papers which is scheduled to run on Sunday
October 11™ in the business section of the Asheville Citizen Times. Flyers are distributed, presence
at alocal business show is scheduled for the 11" through the 13", and the team gathers to peel and
stick 6,000 magnetic business cards together.

On October 13", we opened for reservations. It was quiet a good portion of the day but we
did have a few calls and we were pleased with that. The two office assistants were in Asheville
handing out magnetic business cards and flyers a the business show. Interest in the service was high
and we were encouraged.

THE RIDE GETS BUMPY

Hold on to your seats, the ride is about to get bumpy. On October 14™, at 10:00 AM, the
phonerings at Win-$um Coach Line s office. Itisa Sales Manager from Harrah’s named Tina. She
starts questioning me about the business. First, she asks how much insurance | will carry on the
busses. | told her that we would carry the $5 million required under the terms of the contract. She
informs me it will now be $10 million. Then, she asks how many busses | own. | tell her none. | am
leasing them. Her response was, that | could not be a line-run operator for Harrah's unless | owned
five, 48 passenger busses. Now | needed to own the buses, AND, their seating capacity had to be
48 passengers. | had intended to lease 29 passenger busses. Not only that, she tells me that even if
| could have a contract with Harrah's, it would NOT be for the areas | had planned to service because
they had dready sgned contracts with other companies for those territories. That’simpossible | tell
her, because | wastold from day one that Harrah's does not get involved in territories. Her response
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gave me little satisfaction. She said “1 don’t know who told you that but those territories are no
longer available.”

| thought | was freaking out! | couldn’t be hearing this! | informed her of my understanding
with the Director of Marketing, Marsha. She did not seem to care much, but she told me that she
would check it out and get back to me. Lessthan an hour passed and | received a call back from her
asking me to meet with her at two o’ clock, that afternoon.

Prior to the meeting | placed some calls. Thefirst call was to Marsha, and another call was
to the Genera Manager of Harrah's Cherokee Casino, Jerry Eglus. Neither was available, so | left
messages. It was my understanding that Marsha was out of town and that the General Manager was
in ameeting at the time of my call.

My meeting with Tinaleft abad taste in my mouth. She informed me she was waiting for an
answer from Harrah's attorney in Memphis to see if they would waive the requirements of owning
the busses for me. | was surly not going to get a contract for the areas | had planned for, and the
market they were offering showed no possibility for profit. The conditions of my original contract
had changed and | was being told | had to compete for the territories now offered. | left the meeting
with the understanding that Tinawould contact me the next day with word from Harrah's legal team.
In the meantime, she encouraged me to check out the areas we discussed. | informed her that | would
take the weekend to travel to these areas and gather the statistics needed to see if it was a possibility.

On October 15, 1997, | heard nothing from Tinaso | placed acall to her late in the day. | left
amessage on her voice mail with both my office and home phone numbers, so she could contact me
at any hour. On October 16, 1997, | had till received no call from Tina. | left two more messages.
At about 4.00 PM, she cdlled and told me she was in training and still had not heard from the lawyers
in Memphis. She took my home phone number and promised that she would call me that evening.
We discussed my trip to the target areas that weekend and ended the conversation. She did not call
back.

On October 17, 1997, | caled Marsha and spoke with her about what was going on. The
conversation was short and to the point. Marshatold me that she would check with Tina and have
her cal me. When | tried to discuss the particulars of what Marsha had promised me and what was
now happening, she avoided it and just stated that Tinawas in charge and | would have to deal with
her.

Again | left amessage for Tinawith times and phone numbers to reach me. About threein
the afternoon, my daughter answered the phone at home. It was Tina. Shetold Tinal was at work
and waiting for her call. Tinareplied by teling my daughter that she would immediately call back on
that same number and leave amessage for me on my voice mail. Shedid that, and my daughter called
me at the office to inform me of what had just transpired. | checked my voice mail and her message
stated that the lawyer was leaning toward having al line run operators abide by the same rules.
Consequently, | did not need to waste my time in travel to the target areas over the weekend. She
concluded the message by saying that she would contact me on Monday, October 20™.

On October 21% through Oct 26", | placed severa callsto Tina. There was no response and
no return calls.

On October 27", | placed calls to not only Tina but to Jerry Egelus and Marsha, as well as
Laura. Laura was the first to return my call and she informed me that Tina was away on a trip.
Furthermore, she knew that Tina had sent me two letters. | had received no letters. She said she
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would check my file and get back to me. Next, | heard from Marsha and she aso told me of the
letters. She said she would check with Laura to see what was going on.

In the meantime | called the post office and found out that | did have two letters from
Harrah'sthat had just arrived. | sent my daughter to pick them up. While waiting for the mail, Laura
caled and | told her of theletters at the post office. She told me that when Tina checked in that day
she would schedule a conference call with the three of us so we could clarify the matter.

With lettersin hand, | was amazed at the contents. Firdt, there was a statement telling me that
| had no right to advertise my business in conjunction with Harrah's, and if | continued, legal action
would be taken againgt me. Then, there was an offer for the target areas that Tina had previoudly told
me not to bother checking. However, there was a stipulation that | must comply with the additional
requirements “as outlined in the bus service agreement” in order to obtain those territories.

At 6:30 PM, the conference call came. My first question was what and where are the
additiona requirements as stated in the letter? Tinainformed methat | would need to own (not lease)
at least five busses and they could be no more than five years old. They must be 48 passenger with
a bathroom (instead of the 29 passenger they knew | had planned). | needed $10 million in insurance
instead of $5 million. At the end of the call, | asked them both how | would know what the
requirements were if | had never recelved them. Laura responded with “good question”. Tina
responded with, *you received asample contract and it states them in there”. | responded with “ the
only thing it states in the contract is that | have enough seating capacity on the bus so that no one
would have to stand for any portion of the trip”. Her response was that there were additional
requirements | obvioudy had not recelved. Based on this, Lauragpologized for the mix-up and asked
me to come by the casino and pick-up the information the next day. We ended the conversation with
my expressing my disbdief over thefact that | was the first to approach them in April and the last to
receive the information or a contract.

On October 28", Jerry Egelus finally returned my call. | expressed my concerns. He stated
that he was not receiving the same story from his people and suggested a meeting with all concerned
to settle the matter. His secretary would call me back with atime and date.

| picked up the information from Laura and after reading it, | was dumbfounded. Nowhere
in the entire contract (for the new target area) was there any of the “additional requirements’
discussed the night before. | t doesn’t say | need to own my busses, nor does it state that they need
to be of acertain seating capacity. | immediately placed acal to Laura and informed her of this. She
would check it out and get back to me. To thisday | have not heard from her.

Thesameday | cdled Tim Reid at the Asheville Citizen Times to find out why my article had
not run. Heinformed me someone named TinaLittrella had called and told him not to run the article
because the information was not accurate. What right did she have to call and cancel my press
reease? Onthe sameday | checked my voice mail to make sure the voice mail message from Laura
on October 7th assuring me of a contract was still saved. | checked it every day so | would not lose
it. Much to my surprise, it was gone. After a conversation with GTE who was handling my voice
mail, | feel confident that someone from Harrah's called and had it removed.

On October 30", Marsha called to set up the meeting discussed with Jerry Egelus. It was
agreed that we would meet on November 6™, at 1:00 PM at the new casino. | promptly called my
legal counsel and he agreed to attend the meeting with me.
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On November 6™, 1997, we arrived at the casino about 12:45 PM, and went to security as
directed. After obtaining clearance we proceeded to the corporate offices. There, we met Tinaand
Marsha. They directed usto a conference room and my lawyer introduced himself and gave them his
busnesscard. After about five minutes, Marsha excused herself so she could go and hurry up Jerry
Egelus. Laurawould not be attending the meeting.

During their absence, Tinatold us of another company that had just bought six, new, 48
passenger busses to handle runsin what they had thought was their territory. Tinasaid that Harrah's
wasn’t going to use that company because it was new and had no track record. She seemed
unconcerned that those would be entrepreneurs had just spent nearly $1.5 million! Y ou can guess
how the rest of the meeting went!

WHAT NOW?

| intend to sue the company, but the burning questions that keeps going through my mind are,
“What could | have done differently? Where did | go wrong?’ What do you think?
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