MORTON, LIMITED

In late May, 2006, Mr. John Partridge, Managing Director of Morton, Ltd. met with his senior executives to discuss an important product improvement that was recently introduced by H. Schmidt, A.G., an Austrian competitor.  Morton, Ltd. was the British division of Zurich International Company, S.A. (a Swiss company).  Schmidt was considerably smaller in size and was less well known than Morton.  

The most important group of products produced by Zurich International Company was a series of filling and sealing machines made for use with various industrial and commercial containers. The British division, Morton, Ltd., manufactured and sold specialized filling and sealing machines to the world-wide chemical and food industries.  Total sales of Morton, Ltd. were about £5,000,000 per year.  The key closure elements in these machines were manufactured using a special steel alloy which Morton purchased under an exclusive contract.  Morton, Ltd.'s advertising and sales promotion had consistently stressed the high quality and long life which these alloy parts gave to their machines.  Company executives stated that the use of this special steel alloy gave Morton products a strong competitive advantage.  Up to this time, no competitor had been able to match the characteristics of this special steel.  For the type of machines it made, Morton, Ltd. held about 40 percent of the world market for the chemical industry and 30 percent for the food industry.  

In May, 2006, H. Schmidt, A.G. had introduced a line of competitive filling and sealing machines for the chemical industry. Schmidt is quite a bit smaller than Morton, and historically made filling machines that it sold mostly in Austria and Germany. It is owned solely by Karl Schmidt who inherited it from his father. Schmidt's machines substituted a new, high-impact plastic material for the crucial steel elements.  Schmidt claimed improved quality, faster speeds, and longer life for its machines than for the comparable Morton machines.  Moreover, the Schmidt line was priced nearly 20 percent below the price of the Morton machines.  

Partridge obtained one of the new Schmidt machines and had his quality control laboratory subject it to thorough testing.  The tests indicated that the plastic parts of the Schmidt machine produced 6 percent fewer rejects than the comparable Morton machine.  In addition, the plastic parts enabled the Schmidt machine to run efficiently at 150 percent of the rate of the Morton machine without jamming.  Moreover, the plastic parts did not break down until after 50 million operations, compared with an average of 30 million for the Morton steel units.  

In a hastily called meeting, Partridge solicited his senior executives for their advise on how to react to Schmidt's entrance into the marketplace.  Partridge's sales manager insisted that Morton, Ltd. should develop similar plastic parts and duplicate the performance of the Schmidt machine as quickly as possible.  

The Director of Engineering estimated that it will never be possible to convert existing Morton machines to a fast new type and all present parts and existing machines will have to be used as is or junked. A minor re-design, tooling etc., would take at least  6 months and be costly. A major re-design at least 18 months and be much more costly than a minor re-design. He calculated the cost of the plastic parts would be about 40 percent of the steel elements. 
Partridge was not convinced that Morton should merely copy the Schmidt parts and substitute them in Morton's present machines.  He suggested that Morton should redesign its entire chemical line, incorporating the plastic elements, but also include other improvements.  The Director of Engineering suggested that it would be wise to work with the corporate design staff if Morton went this direction, since several products of other divisions also might be substantially improved if they were to utilize the new plastic material.  If central purchasing and processing of the plastic could be conducted for several divisions, economies of scale might be expected to reduce the cost of the plastic components by an additional £100 per unit.  

The Sales Manager was against any delay in responding to Schmidt's product introduction.  He urged that Morton move as fast as possible by designing plastic elements similar to Schmidt's for Morton's current models.  He believed any product line redesign should be done later, or simultaneously with modification to the current models.  

In May, 2006, Partridge's plant had a finished inventory of 96 of the special steel alloy units for the chemical industry which were valued at £48,000.  There was also a raw material inventory of the special alloy worth £72,000, which would make another 180 units.  All of this would be of no value if the division shifted completely to the plastic elements.  Partridge's division sold about 8 machines a week to the chemical industry at an average price of £5,000 and a equal number of machines to the food industry, also at an average price of £5,000.  The cost of the special steel elements for either of these units was approximately £500.  

Revenues and costs of a typical Morton, Ltd. filling and sealing machine (for either the chemical or the food industry) were:  


Average selling price




£5,000


Less:
Materials and parts




£1,200



Direct labour





  1,000



Other manufacturing costs


  1,000



Total manufacturing costs


  3,200

Gross Profit






£1,800


Less:  Selling & administrative expenses

  1,000

Net profit






£   800

In 2006, Partridge's division had more than 4,000 machines in use by the chemical industry and 5,000 machines in use by the food industry.  Sales of replacement parts amounted to 20 percent of total business and carried a 100 percent markup on manufacturing costs.  

Following this meeting, Partridge's superior in the home office in Switzerland telephoned to direct Partridge to do everything possible to prevent Schmidt from reducing Morton's share of the market for filling and sealing machines in the chemical industry. 

