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Who Needs Accurate Warehouse Inventory?

Introduction

One of our clients supplies consumer goods to a large chain of retail stores. The retailer,
with thousands of locations across the US, told us that shrinkage in their retail stores is
over 10%, mainly due to theft. It was fascinating to us that this hugely profitable
company did not hire more people to keep an eye on things in each store. Even more
intriguing is their conclusion that while 10% shrinkage in the stores is tolerable,
warehouse accuracy to parts per million is essential. How can this be?

The only logical explanation is that living with and knowing about the theft being done
in stores is far less than the damage caused by not knowing what you have in your
warehouse. Our experience suggests it is very difficult, if not impossible, to “fly blind”
within your supply chain. In fact, the most common prescription we see for supply
chains with poor inventory visibility is mountains of inventory. One Malaysian tobacco
producer said that half the bales of tobacco hold, “are just to be safe.”

If the goal is to have the right inventory at the right place at the right time, can you
achieve it without a finely tuned, accurate and comprehensive Warehouse Management
System (WMS)? Our experience shows that while a WMS is only one component of a
successful supply chain, itis a necessary condition of success. There are repeated stories
of companies failing due to finding out, too late, that they had too much or too little
inventory, when their systems were telling them a completely different story.

Damage from “Unrecognized” Shortages

Everyone knows about one kind of unrecognized shortage, where you said you could
deliver but couldn't find the inventory the computer showed you had. Customers are
never happy when they get the truth. The whole problem is far worse than that.

We often hear individual distribution centers (DCs) within a supply chain bragging that
their reported shortages are less than 2% (or in other words, that they have greater than
a 98% service level). The first problem with this statement is that the figure is an average
over all SKUs. In reality, what you find is that for some SKUs, there is enough inventory to
satisfy your great grandchildren, while for others, there are shortages that have lasted for
days, weeks, and in some cases, even months. A WMS cannot be considered complete
without having the ability to track such data.

When someone comes into a retail location to buy a product and finds it is out of stock,
they may either substitute another product immediately, come back once or several
times to find the product, go to another location to find it or simply do without it. The
point is that none of these impacts of shortages are recorded anywhere in the system.
Even if the customer asks the retail clerk about the shortage, it is rare that the clerk



reports it to the DC. By the time the DC acknowledges the shortage, it usually means
that one or more retailers are screaming about it.

A shortage that impacts sales typically occurs long before the DC records it. This brings
us to the second problem with statements of reported shortages. What determines how
much potential sales were lost due to the shortage is a function of time — over what
period was the item out of stock or even in danger of stock-out? This information is not
recorded by SKU in most warehouse management or distribution management systems.
In other words, the damage to the supply chain is not just in terms of how many
products are out of stock, but for how long and in how many locations. If your regular
grocery store is repeatedly out of stock of your favorite ice cream, how long will it be
before you change grocery stores permanently without anyone in the supply chain
being aware of it? When you do, the entire supply chain has permanently lost sales.

Damage from unrecognized “Un-shortages”

Many supply chains never know they suffer from this ill. Imagine you have plenty of
product in the warehouse, unfortunately, the computer shows you have none. When a
customer calls for the item, you tell them you are out but to please come back and buy
again later. Let down, they may not return but, cops, here comes the order the system or
buyers automatically placed when the computer showed it was needed. What are you
going to do with those surpluses?

Ineffective Ways that Owners Deal With Too Much Inventory

Most warehouses are painfully aware when they have too much inventory. Either their
physical space is consumed or their measurement of inventory turns provides negative
feedback. In either case, by that time, the damage is already done.

The decision maker now has no choice but to take drastic action to correct the situation.
Sometimes, the action is to push the inventory to the next link in the supply chain. We
have seen this done by brute force, in the case where the owner of the warehouse is a
manufacturer who has control or influence over the retail channel. More likely, they have
a sale, doing damage to themselves and their channels in two ways. First and obviously,
they lose margin on their products through sale discounts. Second, the customers who
buy sale items no longer need items the channel wishes they were selling. For example,
if a discount entices you to snap up a 2004 Chevy you no longer need the 2005 model
GM desperately needs you to buy.

It could be worse. We have a client who leased temporary additional warehousing space
and had to accept logistics nightmares and loss of accuracy and inventory control.

Unrecognized Inventory

In order to know what action to take, warehouse and procurement people need to know
not just how much is in stock, but how much was ordered and still on the way. Ideally, it
would also help to know if an ordered item has already been produced by the factory.

When an SKU is out of stock, there may be no need to order, if the product will be re-



