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The Negative Consequences of a Conventional Supply Chain

“We can't solve problems by using the same kind of thinking we used when we created them."
- Albert Einstein

Introduction

This paper explores the cause and effect relationship between problems that exist in
modern supply chains. More than that, the fact that these negatives actually spring from
a single misunderstanding in our thinking is revealed. Then, to provide focus and shed
light on the relative importance of these issues, an example is given that quantifies their
financial impact. Knowing the central cause and having a strong incentive does not yet
guarantee that we are on a path out of the woods. Since most people follow “the rules”
without seriously questioning them, we must think deeply about how to gain buy-in in
order to permanently change for the better.

A list of Evils

If you ask people in lots of companies, your ears will tune into a perpetual refrain.
Different people in diverse industries use various words but, conceptually, the meaning
is consistent. The following list is comprised of some of the most common.

Not Enough Profits Returns

Not Enough Time in the Day Too Little Cash
Disposals Operations Disrupted
Carrying Costs Surpluses

Shortages Sales Too Low

Costs Too High Expediting

Inventory Promotion Sales Limited Options
Plant Rescheduling Lost Sales/Clients

It is easy to see that some are connected. For example, Shortages are a cause of
Expediting. If a company wanted to reduce stubborn Surpluses, one of the consequences
might be Inventory Promotion Sales.

The cause and effect of other connections are a little more complex. For example,
Expediting could cause more than one effect. If it is frequent, it could be a contributor to
Not Enough Time in the Day. Since there are costs associated with Expediting it can result
in Costs Too High and also Plant Rescheduling. If you play the game of figuring out the
connections, the diagram in Figure 1 will be the result.
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Figure 1

| have excluded other elements which would be necessary to make the cause and
effects rigorously logical. Itis enough to present a conceptual framework that someone
familiar with their own company’s situation would recognize.

The Underlying Needs

Holding the wrong inventory is obviously the cause of Shortages and Surpluses. We
know people are doing this, because, if they weren't, the list of undesirable effects would
vanish with the root cause, and nobody would be grumbling about them. What isn't so
obvious are the reasons why most companies hold the wrong amounts. People are
neither stupid nor crazy. There have to be good reasons for holding too much or too
little. If there weren't, people wouldn't be doing it.

A hypothesis is that people in companies are being pulled in opposing directions
simultaneously. They feel compelled to reduce inventories for obvious reasons: if they
do so, the ills caused by Surpluses disappear. Just as obviously, the evils caused by
Shortages will go away if there are none. Decision makers know what to do but not
when to stop doing it. It takes time to get inventory in — the lead time. After making a
decision to order or not to, the situation can change, making Surpluses into Shortages or
vice versa. Wait. Doesn’t your forecast solve that problem? It would if it were always
right. Unfortunately, the opposite is true; the forecast is always wrong.

In general, the damage done by too little inventory is worse than the damage done by
holding too much. Therefore, we can predict that average inventories will be too high,
because managers err on the side of holding too much and placing orders less often.
Still, there is a need to compromise to avoid the pain caused by Surpluses. This leads us
to predict that, at least for some of the items held in stock, there will be Shortages.



An Example, Please

Here are financials for a manufacturer called XYZ Company. This company manufactures
products which they hold in inventory until their customers place orders. XYZ is in a
competitive industry. Other manufacturers make similar products, which they also sell
from stock. There is heavy pressure on XYZ to lower prices. Over the years, XYZ's sales
have grown but their profitability, as a percentage of sales, has fallen. Figure 2 shows a
summary of XYZ's currentincome statement.

(millions) | Annual
Sales $100
COGS 50
Margin 50
Op. Exp. 48
Net Profit $2

Figure 2
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