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Abstract
When a firm tries to establish a new supply chain with new product, it is very difficult to persuade suppliers and distributors to share the vision and the risk involved. Behind any partnership agreement or contract, what always matters most is how to share the risk of the new venture. Distributors’ practice of free return or suppliers’ practice of quantity discounts is not helpful for partnership. We analyze a PC manufacturer case, which shows us that chain leader has to take a bigger risk to build a new supply chain. A more detailed explanation of the risk sharing among partners is suggested using a simple model.

Introduction

Increasing uncertainty and speed of market change and decreasing product life enforce existing players to innovate, or to come up with entirely new business models. PC industry is one of the typical examples of this trend. Newly emerging business model in this industry is what may be called ‘project type manufacturing,’ where a project covers the entire product life from design and development of product, production and sales planning, supply chain development, manufacturing, logistics, and to the salvaging of remaining inventories. In this new environment a manufacturer has to manage all the tasks considering the entire supply chain from part suppliers to retailers, because the contractual relationships with the partners have enormous impacts on the profitability of the project. In this paper we analyze a Korean PC manufacturer, Sambo
 Computer’s new venture of e-Machines in the US market. We believe that the case sheds lights on the issues of partnership and risk sharing in a newly developed supply chain.

New Supply Chain Development in Project Manufacturing

Existing literature on the supply chain development heavily emphasizes the importance of trust and partnership among participating firms. Various normative guidelines for the leader of a chain have been suggested. The relationship between a supplier and a buyer affects the contractual arrangements on quantity discounts and return policy, which in fact determines the profitability and risk of the engaging parties. From a manufacturer’s viewpoint, securing the parts and modules supply in terms of right quantity, price, quality, and time is critical to the success of the project. At the same time, securing orders from the distribution channel in terms of right quantity, price and return conditions is another serious problem to the project manager. There is no integrated model comprehensive enough to deal with the tasks simultaneously. Newsboy models have been extensively used to analyze the risk sharing among the chain participants in terms of order quantity and markdown or repurchasing prices. This problem is complex enough when considered in an established supply chain. When a company tries to change the business model and to build a new supply chain it becomes even more complicated because the risk perceptions differ among partners.
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1. The new business model. Actually it was not a ‘new’ business model, but nobody had ever done it PC industry before. In early 1998, Sambo was losing money in its core PC manufacturing business, something new was to be done for turnaround. The management saw the new opportunity in the exploding public interest in Internet and increasing number of first-time PC buyers in the US market. They came up with a new business plan of selling 150,000 units of $499 PC with a new brand for the coming Christmas season. Nobody in the company was sure whether they could make money from this project. There were too many different sources of uncertainties in the plan. It was a ‘new’ business model in that they tried to expand the PC market with rock-bottom price, and they had to build a new supply chain from the preset goals of price and sales volume within a limited time.

2. The demand and retailers. Retailers agreed that if reliable Internet-ready PCs could be provided under $500, there would be a sufficient demand. The sales goal of 150,000 units was set based on the planned capacity addition of Sambo’s assembly lines. Retailers agreed on the low margin rate (less than 60% of average), because they could expect additional peripheral purchases from the first-time PC buyers. But they forced higher free return rate, which meant higher risk to the manufacturer. The basic source of the risk here was the market acceptance of unknown brand and the product quality.

3. The part and module supplies. Sambo had the in-house manufacturing capability of motherboard and final assembly. But CPU and other peripherals had to be sourced from various suppliers. Generally speaking, Sambo had good relationships with suppliers compared to other big PC manufacturers. In order to make money from the low price, quantity discount and on-time delivery were critical. But the prospect of the new business was so uncertain that most suppliers did not commit themselves to the huge volume and discounted price. Most of the deals were not quite different from business as usual. Some suppliers with their own problems, however, were willing to take the risk to exploit the opportunity. Intel, for example, was faced with a serious challenge from competitors in low-end product lines. They agreed to provide the Celeron chips at lower price. The case of CD-ROM supply from Samsung Electronics was more dramatic. They were about to close the production line at the time because of loss, but they decided to bet on the new project. Sambo succeeded to persuade a monitor manufacturer
 to start a joint venture, now known as e-Machines. Sambo was able to reduce the cost risk by the reciprocal partnership with these companies.

In developing the new business and supply chain, Sambo successfully carried out the role of supply chain leader in terms of taking more risk than partners and in communicating its own vision across the chain. The venture turned out to be a huge success, the benefits of which were shared with partners. The risk takers such as CD-ROM division of Samsung and KDS were the biggest beneficiaries. After the initial success, Sambo has been able to improve the contractual conditions with chain partners because the increased trust and brand power significantly reduced the perceived risk of the business.

The Model and Analysis

In this study, we developed a newsboy model to analyze the contractual relationship (price, order quantity, and return policy) between a manufacturer and a retailer. Then we applied the model to the Sambo case.
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The results from numerical analysis showed that the Sambo’s decision to bear more risk in agreeing to the return policy was reasonable to increase the order quantity. With this and the higher wholesale price was a way to achieve maximum manufacturer profit. Additional analyses confirmed that this also increased the total expected profit of the whole chain. The model was useful to explain an episode in that one retail chain ordered too much and caused losses to both parties. This was because the difference of demand expectation (and the variability) of two parties was not fully reflected in the agreed-upon wholesale price. 

In summary, the simple model was very helpful in explaining the progress of the supply chain partnership and the risk sharing between a manufacturer and retailers. This type of analysis can be more useful than normative suggestions that leaders should bear more risk, because it enables us to deal with different contingencies. It would be more complicated to develop an integrated model that includes the supplier uncertainty issues, but research effort in this direction will allow us to understand the issue better.

References can be sent by authors upon request.

� Sambo means three gems, also called TriGem.


� KDS, with which Sambo had a long-term relationship
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