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Financial Impacts of a Well Managed Supply Chain

"Our performance measurements rivet our attention on short-term measures, keeping inventory
high and distracting us from their long term importance. Compounding this inattention to
inventory has been the lack of effective logistical systems to drive inventory down without the
risk of losing throughput or increasing operating expense. Thus, we have traditionally clung to
inventory as a security blanket to protect us against the complexities and disruptions of our

plants and the vagaries of customer demand.”
Goldratt & Fox

Introduction

In decades past, companies have found many different ways to achieve a competitive
edge in the market place. Breakthroughs in manufacturing techniques, distribution
models and information technologies have given rise to companies such as Ford,
Federal Express, Toyota and Microsoft. As industries develop and mature, the
opportunity for companies to find new leverage points become few and far between so
the questions are:

There are some generally held opinions in logistics that need to be debunked. To
accomplish this, a straight forward look into the importance of a well managed supply
chain is needed. Improper inventory levels play a much larger roll than is generally
accepted. Keeping high inventory to protect sales is not the correct approach. Read on
to find out why.

What Drives High and Unnecessary Levels of Inventory

IDEA considers inventory levels to be too low whenever the supply of an item cannot
meet customer demand (lost sales) and too high when inventories create unnecessary
increases in carrying costs, disposals, obsolescence and discounting just to move it..
Every executive will agree that excess inventory will kill a company. So, what drives us in
the wrong direction?

Efficiencies — There is a saying that states, “What is measured, improves.” In much of
today's supply chain, managers are graded according to their performance
measurements which too often includes local efficiencies. These statistics are designed
to convey a sense of the health of the component being measured. We know that
efficiencies will encourage certain behaviors in those being measured.” This results in
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managers striving to improve the processes and performance of their area of
responsibility. Improvements to their efficiencies mean profitability of the company will
increase, right?

Financials — Inventory in the western world is considered an asset with respect to the
financial statements of the company. If you are a manufacturer, holding higher
inventories leads to the appearance of a healthier, more capable company by reducing
the cost of labor while building inventory assets. Therefore, reducing levels of inventory
will jeopardize the profitability of the company, right?

Cost Accounting — The decision to purchase new equipment or systems is often made
based on calculations prepared by the cost accountants of the world. The more a piece
of equipment or system is utilized the lower the cost allocated per part produced or
handled thus decreasing total unit cost. Given this, we should strive for 100% utilization
of our assets, right?

Inaccurate Forecasts — Most forecasts are a best guess. If we produce or order to a
forecast we have excess inventory of some items and stock outs of others. With
forecasts of longer duration comes greater variability in consumer demand and,
therefore, an even more than proportionally larger inventory excesses and occurrence of
stock outs.” It is a bigger sin to lose sales than to hold high inventories so companies
must protect sales at all costs. Holding high levels of inventory will protect against stock
outs and lost sales, right?

The Desire to Protect Sales — There are other reasons for stock outs besides inaccurate
forecasts. Suppliers and transportation channels have problems of their own that result
in unreliable replenishment times. Again, increasing levels of inventory will protect
against stock outs and lost sales by reducing the effects of variations in lead times, right?

Why the Lack of Effective Logistical Systems?

Manufacturers fight to push more inventories into the supply chain. Distributors and
retailers try to carry lower levels of inventory but only the most cash strapped fail to be
won over by the aggressive discounts they are offered. Everyone pushes inventory to
the next level in the supply chain. So, what is creating this push behavior?

All organizations are driven to make money but internal measurements are often not
connected to the bottom line. Efficiencies and local optima create an atmosphere of
satisfying the need of a single link in the supply chain or component of a link without
considering the effect it has on the whole system. As discussed above, the sale of high
levels of inventory from one link to the other is seen as creating throughput for the link, a
good thing. Combine this push behavior with the drivers of high inventory and the
result is an ineffective logistical system consisting of too much of the wrong products
and not enough of the right.

Financial Impacts
The behaviors above result in holding the wrong levels of inventory. But what are the
true effects of these increased inventories? It is generally accepted that the main effect




