invenfory management

THE INVENTORY ! &
BALANCING ACT

Gideon Hillman addresses the issue of balancing Inventory with working capital and

customer service targets,

rventory is a critical element to most

businesses, but diferent functians within

1 business have differen pereptions of
how much inventory there should be. Sales
tend to want l'-.rgP. wolumes of inventory to
guarantee senvice; fnance want the inventory
minimized to reduce wiorking capltal, and
3[}5".’!“-}"5 want sufficient raw material 1o
ke equipment aperating eficiently, In
addition, all inventodes nesd to be of the
rght guality, positioned in the right place,
al the right time and in the right guantity.

¢ af inventary maragemient

is 1o balance and satisty al of these
needs. kentifying the levers’ that allow a
business to raduce invertory, but stil maat
customar senvice targets and working capital
constraints is the key — but haw is it done?

All too often, invent:

just
warking capital i minimized and don't have
4 clear correlation betwesn inventory level
and customer servce. Many businesses talk
about supply In terms of 'days’ or 'weeks,
but what does that really mean ina supply
ohain whine demand quantities, supply
quantities and supply lsad times all vary day
Lo clay o veeek Lo week? Inventony Hes up
waorking capital, costs mongy 10 store, S08ls
maney o handle and can become damagad
o obeolete. With the exception of wark in
progress, in an ideal world there would be
o imventary in a business. Material would

fiows throwgh the supply chain with no stops.
or botienecks, and tha inbound supply rates
chrenous with the outbound
parfect word, bat not the one
operate within.
at for most companies 1o
remain In business, they need to prodect
ther supply. If they can't supply when
the customer wants, in the quantity they
rexjiilre, then the customer wil go elsewhers
‘Cansequerly, 1o protect supply, you need to
hold inventory at points in the supply chain
‘where the inbound and cutbound product
Nowes do not match; these are often refered
to as ‘decoupling paints.’ There are faw
businesses that have the luxury of customars
rexquesting finished goods at exactly the same
rate as the raw materials are supplied and
sed. The area where most companies
fall down is deciding how much imentory
ta hold. All oo often, mentoey levels ae
through the subcptimization of ather
processes (such as optimal production batch
quantities) or driven by rles af thumb (4
wegks' supply for all procucts, for example)
These techniques o nat stand up 1o scnsing
as they ane neither scientific, nor factual, and
are often based on perception o infangible
EHpEAENGE, 1N many companies, this leads
o awarinliated Fnvertony holding, 'soirsl
stocks and conflicting ideas betwean
=ales, finanss, operations and supply chain
regarding haw much imentony is truby
rejuired. The result is usually ot of stock,
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but it’s just the wrang typa and in tha wrang
guartity, Consaguantly, you continue to get

ussd and can ultimately
becoms ohaolate.

Saf

There are v types of inventary that
profect supply — cycke stock and siety
&lock, OF course, there an other bypis of
Fnariony, such as goods in transil, work
1 progress, ohedlele el but (hese ans
ala auence af an acthdty and rat
spacifically held to protect supply. Cycle
stock is the level of invantory held 1o ensure
that the mean average customer demand can
be mat during the replerishment lead time
Bafety stock is in addition to the cydle stock,
but the safety stock level is designed to cover
the potential for customer demand peaking
shove average and is based on a calculation
that assesses he probabiity of the Gustomer
artesing mare than usial. By making these
cakuktions, a Dusiness can successfully
bridge the inventoey level with the customer
SErioe mouirements, Hawever, it is nol just
ther supply that has 10 be profecied, but also
the cash constraints of the business. Itis of
nio v o Galoulate inventony levets that
peractly mest the demands of the customar,
if tha business does not have the working
capital available toinvest in that imventary.

This is whara the business nesds ta bridgs
tha best po

wking capital availability and consider
st Customer reguiniments, but
tha amaount of working capital tied
entory at any ona time. To give an
2 of the relafionship between working
and imventary, consider a business
1 milicn worth of 8 product [at
anch year. The total revenue received
les of that product is £15 million. if
buys all £140 million worth of
the product at the star of the vear, by the
end of the vear it wiould have made a £5
milion gross peofit on a single investment of
£10 milion working sapital, However, i the
ress buys 50% €5 millior) of the product
at 1 et of the year, sells it and then buys
the nexd 50% with the sales revenue, then the
it will remain the same, but only £G million
o warking capial is required,
Ealancing this relationship betwaan
working capital and inventony can ba
a difficult . which is oftan further

tary that can be held in ‘stock-turns. '
accounting term that provides no
tion 1o the type and kocation of physical
ry required. Balancing iventory
levels with working capital constraints and

Customer servioe targets is a sciencs, not

an art, and requines hard facts and data,
There are no magic mathods of protecting
supply; if you have decoupling points in
your supphy chain, but insufficiant capital

to imvesst in invarttory, then you will fail to
senice your customer. The business needs
to calculats accurately what senice it can
afiord. To do this, you need to ascertain the
cost of the inventory caloulated. This wil
Include the purchase price of the inveniory
[of marufactudng cost), pls the Fventoey
holeding costs (warshousing, equipment, IT,
staff, deteroeation, Insurance, e16.). With this
complete, the business now has the Lols 1o

n Iventony

levels, customer service and o With
simple sensitivity anahysis, al stakehoklers
can be shown how, if customar service wart
X% service, then it will cost £¥ in working
capital. O, comversaly, if finance want £Y
woekin ital, then customer sanvics will
have to be X%.

By undertaking this approach, a business
will have facts on which 1o make d
not “rules of thumb.” They will ha
suooessiully balanced Inventory levels with
wioeking capital Araims and custamer

serice targets. They wil have achieved the
Inventary batancing act, A good working
mearmple of this is thes recent inentany tools
implermented by Goodnzh, akeading giobal
supplier of systems and senices 10 the
aerospaces and defence industry, They supply
8 wide portfolic of products — from actuation
systams and landing gear to sensors, safety
and engine contral systems. Tha Goodrich
division facusing on engine control and
electrical po wetema {Goodrich ECERS)
is aworld leacing suppler and attermarket
senice provider, through both its in-house
facilities and its joint vertume with Rolls-Royoe
. Goodrich ECEPS offers 200 product
familles supplhing neaty al szes and types of
akiceaft — fom comparate [@ts 1o the larmest
oommercial jets, and helicopters to milltary
plattorms, Applications Gan range froe
supphing 80,000 b thrust turbafans to the
smalest wurboshalt and audiary power units
[APUs)

In January 2012, Goodrich ECEPS
engaged the specialist mentory team at
Gideon Hillman Consulting to undertake
8 complete review of thar inventary
plarning approach, specifically within their
UK spares digtribution and maintenance

facility, "ARhough we were akeacly achigving
pxceient sprdce levels, and had ciear
imventary targets to maintain that servics, |
wanted to better understand and analyse

the link betwaan the senice level and the
imvertary cost,” commented Tony Upton,
Global Spares Dirsctor, Gopdnich ECERS
Services. "The Gideon Hilman Consulting
team ofiared us a clear methadology

to optimiza our Iventonies, but also o
oemonsteate the exact relationship between
Imvertary costs and service, They gave

me confdence that with their support we
wilkl be able to continue our foous on
delvernyg excellent servioe, but also mirimize
the working capital cosl e with
invertary,” The objective of the project for the
coneuiting team was 1o work with Goodrich
and provide the lngic, calculations and
models o clearly justify and minimiss the
imentary, but also ensue sufficient invantory
wais in place to meet tha required sanice
levele. In addition, the coneulting team wem
tasked with helping Goodrich understand the

the process parindicaly

The Liting team worte-

the Goodrch plannes to develop a revised
Imvertary policy, with clear rules for ABC
classification wurm irvertony levels ancd
reorr duar This irwiantory policy
waas then translated into a dynamic ME
Exced ol that automated all reguinsd
calculatians, making it quick and sagy to
recalculate invantory levels perodically
The medel not only assisted Goodrich by
autpmating the requied caloulafions, tu
alzo allowad the team 1 t the sensithin
of changes in senice levels and supplier lead
times, sgainst the coat af the imentory. *I'm
delighted with the appre andl moclels
that the Gideon Hilman Consulting team
oelvered,” acded Tony Liptan. “Nat anly
00 W niow have the process, rationale
and mores 10 pedodizally

st the mociels
a5 a key maragement 1001, | am now able
Lo demanstrate andl manipulate the links
between inventory levels, service targets and
ultimately, operating cash fiow.”
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