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The Problem with Traditional Inventory Management in
Wholesale Distribution

Traditional inventory management systems have long sought to solve the inventory
management and service level dilemma through better forecasting, improvements in the
order point/order quantity or min/max calculation processes, or by adjusting safety stock
levels. Many of the enterprise systems used by wholesale distributors employ just those
options—providing some parameter and management control selection options.

One often-ignored aspect is how realistic inventory drivers such as safety stock and
lead-time are...or should be. In fact, in many companies there is often little, if any,
“‘root-cause analysis” performed. We must determine whether these drivers are

appropriately set and reviewed or if they were set once and never looked at again?

If you fall into the latter category, don’t despair. | am going to propose a pragmatic
approach that you can accomplish with your current systems, as long as you add a
sufficient dose of good decision-making, execution, and are willing to think differently.

How to Unlock the Secret —
A More “Perfect” Inventory Replenishment System

The Foundation:

Inventory replenishment in a wholesale distribution environment can be bewildering.
There are products, technology, and people skills involved. Each of these can actually
obscure some of the obvious simplicity of inventory replenishment as a process.

The key to making inventory replenishment work is to establish a flow.

Why? It’s all about the flow. This has become my mantra. It's developing an
understanding of the rules of flow; what rules need to stay, to go, to change—and which
rules need to be added.
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When | talk about “ f | what,| inean is the flow of materials from suppliers, into, through,
and out of your stocking locations. | also include in that definition what is planned and
required, what is happening, what has happened, and what should happen next. As |
frequently advise my clients, i tn'otgust about the procurement of product and the launch
of purchase orders. That’s not flow. Let’s explore flow in more detail.

The First Law of Flow:
All benefitswill bedirectly relatedto the speedof productflow and information

What do | mean by “all benefits”? Those are the things most companies measure and
typically emphasize, such as:

Service—A system that flows well will produce consistent and reliable results.

Revenue—When service is consistently high, market share will likely grow or stay
consistent.

Inventory—The less time it takes inventory to flow through the system, the lower your
total inventory investment. With good flow, inventory will be minimized and proportionate
to the amount of time to takes to flow between stages and through the whole system.

Expense-With good flow you can minimize or eliminate certain expenses, such as
expedited freight, overtime, rework, unplanned partial shipments, or the inability to
make a shipment at all.

Cash-When flow is maximized, product is converted to cash more quickly and
consistently, which positively impacts cash flow.

Return on Investment (ROI)—It seems obvious, but it's worth stating. A system with
good flow will maximize your return on investment.

Promote and protect the flow of product and information

Most people intuitively grasp the concept of promoting the flow of product and
information. Early industrialists like Henry Ford surely did. The assembly line concept
is a good example of product and information flow in action, and Ford built his business
model around it. It only became more difficult as product proliferation occurred. For
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example, when Henry had to begin making Model T’s with various options and in colors
other than black, it became more difficult to foster flow using conventional methods.

Let’s Face It

Wholesale distributors with 15,000 or more stock-keeping-units (SKUs), are faced with a
set of circumstances that conventional inventory planning methods, often embedded in
their enterprise systems, are not best equipped to handle.

Inventory Distribution Frequency

Too Little Optimal Too Much

In the illustration above, doesn't it look like an aberration of the normal curve? It
represents a large number of SKUs that have too little inventory, while still another large
number of SKUs have too much inventory. The smallest number of SKU’s appear to be
in a more “optimal zone.” How does your inventory compare to this illustration?

Most SKUs swing between these zones and can do so over relatively short periods of
time, especially when we use traditional inventory planning methods. Sometimes it may
feel as though you are drowning in the data that can force the reactions and necessary
actions required to achieve a better balance. Some impacts are very important to
realize, while others may not really matter. What is really relevant?
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This kind of imbalance in optimal inventory negatively impacts the return on your
inventory investment, specifically as it relates to:

1 Too much of the wrong inventory resulting in unacceptable
inventory performance

1 Inventory shortages resulting in missed sales

1 Unnecessary expenses from expedited and additional freight,
overtime, poorly utilized warehousing space, etc.

These are all impediments to the protection and promotion of flow.
ROl is being compromised.

You might be asking, “Is this inventory condition a real one?” | can tell you from my
own 30 years of experience, and from various surveys I've reviewed, that it is a
common experience. Some surveys I've seen indicate that nearly 90% of the
respondents reported that their inventory is represented, to a large degree, by the
“Inventory Distribution Frequency” illustration, above.

So What Can You Do Now?
What will it take to break down this constraint, this barrier, and protect and promote
the flow of product and information?

Recognize system variability—Anyone in inventory and supply chain management
is constantly waging a battle against variability. It's an erosive conflict that has gone
on literally for decades and truly is the number one enemy of flow. Flow is impeded
bythe“ a ¢ ¢ u muahdaatmpol ni f ioforariability, ant ultimately gets passed up to
and through procurement and then through the inventory replenishment of distribution
centers and stocking branches.

Variability impacts how distribution centers and stocking branches interact with one
another in terms of timely and adequate (the right amount) inventory replenishment.
Stock-outs may increase, replenishment lead times may increase. A lot of time is
spent trying to pull all the right levers to correct an immediate problem, though you
may not really understand the cause at all.
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The Answer

The answer is not to guess better or to respond to some corporate mandate to
Celiminate variability.6Wholesale distributors have tried various approaches to this for
years, and may have even spent a lot of time and money on it too...and most likely
failed to reach their goals. The key is to recognize that variability exists and contain
it by “exploiting the constraint.”

It's time to start thinking differently about inventory replenishment. Consider the following:

> > Variance is inherent in forecasting and therefore is a “constraint” in any
forecasting methodology. So, why not exploit the constraint?

> > Why, if you are a multi-location wholesale distributor (multiple branches), is your
forecasting challenge more severe? * Wh avhen and how mu c hré critical to branch
replenishment and service levels.

>_> Why are “inventory drivers” such as lead time, safety stock, and order quantity
key focus areas where you can apply “ | etahni n kndh g écauseanal 9si s”
> Why should you question those Economic Order Quantity (EOQ) formulas you
most likely are using?

>_> How do the inventory drivers impactthe* f r eqofe ey eni and ment ”
modulate the* f | ow” ?

>_>  Why s flow actually enhanced by fosteringa“ ¢ o n t if nl uomiyfeduct, like

this , rather than like this? /\/\/7



LEAN THINKING IN
WHOLESALE DISTRIBUTION... \ o

PPN

PRI TW L vy -’

Lead Time Push vs. Pull

>_> Why should you pay particular attention to this illustration and the concept of
“PULL?”

>—> Whydoesemploying“ pulelp | eni esh npeunstdrp | e n i grdvideemore ”
accurate customer “ b sy g n(aidnals’of actual consumption versus forecast)?

> Why should you lean towards keeping buffer inventory at the distribution center
or main warehouse (Hub), versus keeping too much safety stock at each branch?

>—> Whydoyouneedto develop “ T a rPgreetration Si g n ar btlsel types of
alerts?

S>> Why should you be thinking differently about your relationships and collaboration
with suppliers?
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What Do You Have to Do?

At a minimum, to implement this new approach and improve your decision-making and
execution, you need to:

1 Alert inventory planners to what needs attention and enable quick
resolution.

1 Implement a method to reduce the whiplash effect in how we respond
to demand variance.

1 Learn and understand the advantages of “pull replenishment” and
implement it as a substitute for “push replenishment” (what | suspect

you currently employ). It’s likely this will require a fundamental change
in thinking.

Summing Up
Anticipating customer demand is a quickly moving and elusive target. Inventory
management for wholesale distributors is a mission critical function.

So, begin to think differently about inventory flow, specifying the critical success factors
and understand how that change in thinking can help improve the return on your
inventory investment and service levels.

This change in thinking is your real call to action...

To find out how to achieve this next step, click here to explore The Business
Intelligence and Supply Chain Management Challenge.


http://www.mcaassociates.com/pdf/The%20Business%20Intelligence%20%26%20Supply%20Chain%20Management%20Challenge%20%20White%20Paper.pdf
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MCA Associates, a management consulting firm since 1986, works with wholesale distribution
and manufacturing companies that seek and are committed to operational excellence. Our staff of
Senior Consultants provides operational excellence — thought leadership - and implements
continuous improvement solutions focused on business processes, inventory and supply chain
management, distribution center/warehouse design and productivity improvement, sales
development and revenue generation, information systems and technology, and organizational
assessment and development including family-business succession planning. MCA Associates
may be contacted at 203-732-0603, or by email at hcoleman@mcaassociates.condisit our
website at Www.mcaassociates.com
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