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Preface

In 2008, when the first edition of this book was published, most retail supply chain
businesses operated as if specialization was a good thing. However, the retail world
and the accompanying supply chains have experienced a revolution in the last
5 years. The basic supply chain mission of matching supply and demand requires
new skills and organization alignment.

The previous model saw retailers and their supply chain partners organized
into separate stand-alone functional departments like sales, merchandising, distri-
bution, human resources, store management, accounting, and finance. Retailers’
suppliers—including distributors and manufacturers—also had similar specializa-
tion but with different functions needed to fulfill their supply chain roles. The
effectiveness of such approaches has deteriorated as prodding for higher service lev-
els from the retailers they serve has grown rapidly. Customarily, retailers, distribu-
tors, logistics companies, and manufacturers still perform the traditional functions,
but they now face requirements for greater delivery speed, shorter lead times, and
smaller quantities as well as new sets of requirements necessitated by the increased
demands of omnichannel retailing.

In 2008, a consequence of specialization had been weak processes that crossed
department and company boundaries. This has been the central problem addressed
by the supply chain management (SCM) discipline at that time and was discussed
extensively in the first edition. Managers and employees practiced their specialty
with too little appreciation for the supply chains within which they needed to
operate.

Vast technological change has enabled personalization of the customer expe-
rience across multiple channels. This is referred to as omnichannel retailing. It
enables the customer to decide exactly where and when he or she will shop and
how the merchandise, goods, and services will be delivered. The SCM discipline
still requires a process view across the boundaries. New process designs go beyond
tinkering and are shifting the paradigm again, upsetting whole industries.

In 2008, the industry leaders in distribution were companies like Wal-Mart
and Dell who had reputations for expeditious delivery of product to brick-and-
mortar stores or directly to the customer. Now, Amazon has set a new standard
for delivery speed for online shoppers that competes with brick-and-mortar stores.
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In the early era of Internet sales, an accepted assumption was that online sales
would prosper for products that are identical and do not have to fit the customer.
Examples are music CDs and books. But that is no longer the case. Customers
get shoes from Zappos—a company that differentiates itself by its 10 core cus-
tomer service values—in a day or two. To address the “fit problem,” Zappos’ shoes
arrive with documentation for easy customer return of the product with a mini-
mum of inconvenience. Nordstrom, the large Northwest retailer recognized for its
outstanding customer service, has created an environment where customers select
where they buy, order, and receive a wide range of products. Such requirements are
becoming the norm.

This book is aimed to help managers, strategists, and any others who are respon-
sible for managing a link in the supply chain. For retail trading partners to operate
as a supply chain, rather than individual companies, they will continue to have to
invent new approaches for performing the tasks necessary for supply chain success
in the rapid and demanding omnichannel world. The five major tasks currently fac-
ing supply chain members include the following:

1. Revising supply chains for strategic advantage in an omnichannel world. This
task creates business models that erect barriers to competition.

2. Implementing collaborative relationships inside the organization. For many, this
task is the hardest of the five. One reason is that specialization produces local
department optimums but substandard service and profits at the company
and supply chain levels.

3. Forging supply chain partnerships with trading partners up and down the sup-
ply chain. This is an “unnatural act” but increasingly a competitive must as
companies rely on outside partners.

4. Managing supply chain information. The claims for new software confound
potential users. There are many providers, and performance claims are hard
to evaluate. The need for investments raises the risk involved.

5. Making money from the supply chain. Process improvement aimed at cost
reduction retains its importance, but processes are multicompany along the
supply chain and require collaboration to increase value and reduce costs.

Successful retailers spread prosperity back through their supply base. To that end,
the authors are continuing their own partnership. Our collaboration brings together
two skill sets: one in operations and another in managing retail businesses. Our
mission is to match the challenges and opportunities in the retail industry with
the solutions available from the SCM discipline. Their challenges include deciding
what solutions to pursue and communicating to others up and down the chain
what they require and why. Meanwhile, the customer craves greater and greater
personalization and value for their money. This book should ease the work.
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THE RETAIL
SUPPLY CHAIN

The five chapters in Section I frame what we include in the retail “industry” defined
in the broadest sense. Section I describes the retail supply chain components and
describes the industry’s impact on people around the globe—in both developed
and developing countries.

# Chapter Name

1 Defining the Retail Supply Chain

2 Success in a Retail Business

3 Types of Retail Supply Chain Businesses

4 A Changing World: Moving toward Comparative
Advantage

5 Corporate Social Responsibility, Sustainability, and the
Retail Industry

Chapter 1 points out that the retail supply chain has many players and most
certainly is “more than stores.” In fact, stores are the proverbial tip of the iceberg. A
network of distributors, service providers, and manufacturers supports each point
of sale, and the types of these points of sale have multiplied since the first edition
of this book. In many cases, the ties between these contributors are quite loose—
with trading partners living in different worlds, although those worlds have been
converging to meet today’s needs. One mission of this book is to provide advice
and assistance to those charged with bringing those worlds closer together. Another
objective is to assist supply chain participants in understanding each other’s roles
and business needs.



2 ® The Retail Supply Chain

A profit model for retailers is the subject of Chapter 2. Many readers, in par-
ticular those playing roles in the supply chain upstream from retailers, may have
little knowledge of the methods retailers use to achieve profitability and the impor-
tance of margin maintenance and strict inventory planning in attaining that state.
Chapter 3 uses the profitability framework described in Chapter 2 to illustrate the
wide range of business models pursued by various retailers and provides U.S. Census
data on the participants in the U.S. retail supply chain. Although only United States
data are profiled, other regions and markets are likely to grow networks of a similar
scale as world markets further develop and as the rapidly growing omnichannel
market strategies impact global markets with full force.

Globalization, the subject of Chapter 4, addresses the economic impact of the
changes occurring because of this trend, the concept of both geographic and cultural
distance associated with doing business across country boundaries, and a method-
ology for doing the math when it comes to making global sourcing decisions.

Chapter 5 addresses the growing importance of corporate social responsibility
(CSR) for retailers and their supply chain’s role in activities to improve society.
This chapter covers a variety of causes behind these developments ranging from
environmental impacts to social conditions in factories that produce merchandise.
The chapter goes on to suggest some directions for confronting these issues and
describes how to pick and choose in setting a direction for CSR that is consistent
with a retailer’s own strategy.



Chapter 1

Defining the Retalil
Supply Chain

This chapter describes a reference model shown in Figure 1.1 for the retail supply
chain and the supply chain terminology that goes with it. Common definitions play
an important role in dealing with a subject like this. The simplified retail supply
chain model shown in Figure 1.1 includes, starting from right to left, the following:

. Customers or end users—on the right

. Retailers—white diamond shapes

. Distributors—gray diamond shapes

. Original equipment manufacturers (OEMs)—large rectangle
. First-tier suppliers—gray circles

. Second-tier suppliers—white circles

. Service providers—not shown

NN N RN

Not shown for the sake of simplicity is a wide range of supply chain service provid-
ers (#7 above). Examples include warehouse operators, process and information
technology providers, various consultants, transportation companies, trading com-
panies, and customs brokers. Some service providers, such as contract manufactur-
ers, may play roles as second-tier suppliers.

Growth rates are high in developing omnichannel supply chains. As the name
implies, these have multiple paths to customers and end users. The OEM (square
at the center of the figure) is an example. The OEM products can reach consumers
through dealers/resellers, distributors, and stores, and by direct delivery. Omnichannel
retailing provides the customer choices in channels at different points in the buying
process. For example, initial research might be online, and actual purchase might
be in the store—or vice versa; and returns could be accomplished in store, by mail,

3
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Figure 1.1 Retail supply chain.

or by pickup from a transportation agent. This obliges OEMs to have the flexibil-
ity to deliver productrelated information, goods, and services through the channels
favored by a particular customer. The party responsible for paying for transportation,
in many cases the retail company, usually determines the type and vendor to be used.

The term retail refers to final sales to consumers who are customers or end users.
However, businesses also purchase through retail supply chains. Retail transac-
tions can be identified as business to consumer (B2C) or business to business
(B2B). Because supply chains for consumers can be long, they consist of both B2B
links, like those between first- and second-tier suppliers, and B2C links, like those
between retailers and customers.

Successful retailers do three things well. First, the retailer must identify its tar-
get market segment offerings, preferably in those segments with growing demand.
Second, retailers must design and develop an effective retail format. For example,
retailer Tommy Bahama sells Hawaiian/Caribbean attire to men, women, and chil-
dren at premium prices in stores decorated in a tropical theme. Third, the retailer
must establish a sustainable competitive advantage. Rarely is price sufficient to
compete—more must be offered. Costco and Wal-Mart emphasize low prices, but
they have to augment this with the other aspects of the retail mix. Wal-Mart uses
its size to bargain hard for low prices, while offering a very wide variety of products,
and Costco buys in bulk when good deal opportunities come along, carrying a
much narrower product assortment.

Research indicates that competitive positions built on virtues like brand, style,
reliability, or availability result in better financial performance than positions built
on lower price.! The authors surveyed the return on assets (ROA) of 25,000 compa-
nies that were publicly traded in U.S. stock exchanges from 1966 to 2010. Top-tier
“miracle workers” were in the top 10% in terms of ROA. In retail categories, these
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were Abercrombie & Fitch, Wrigley, Weis Markets, and Maytag. All had nonprice
strategies; none had a simple price-based strategy.

Colleges and universities have raised the profile of supply chain management
(SCM) in their offerings. The website for Material Handling & Logistics publishes
its list “10 Best Schools for a Supply Chain Education.”? These are U.S. universities;
similar lists are available for institutions outside the United States. Table 1.1 lists
the institutions with a summary of reasons for their inclusion.

In introducing the results, author Dave Blanchard cites Kevin O’Marah of
SCM World, a supply chain research organization. Mr. O’Marah notes that, unlike
other disciplines, SCM knowledge and practice originates with practitioners, not
academia. So academia must be educated by industry practitioners.

Table 1.1 Best U.S. Schools for Supply Chain Education

Rank School Contributions Summary

1 Michigan State | Research institute focused on value chain
University management

2 Pennsylvania Department of Supply Chain Management offers
State undergraduate, master’s, PhD, and executive
University programs

3 Massachusetts | Established MIT Global SCALE (Supply Chain and
Institute of Logistics Excellence) Network
Technology

4 Arizona State In 2014, offered Master of Science in Supply Chain
University Management and Engineering

5 Georgia Established the Supply Chain and Logistics Institute
Institute of (SCL) to develop the next-generation supply chain
Technology workforce

6 University of Ross School of Business offers a Master of Supply
Michigan Chain Management degree

7 Stanford School of Business Value Chain Innovation Initiative
University that brings together student and faculty from

multiple schools

8 University of Global Supply Chain Institute that conducts research
Tennessee projects; twice-yearly Supply Chain Forums

9 Ohio State Fisher College of Business supported by faculty in
University Marketing and Logistics Management Science

Departments

10 Harvard Influential articles in Harvard Business Review;

University ongoing research in supply chain management
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1.1 More Than Stores

Retail supply chains are more than stores and technically begin with the original
sourcing of raw materials for product manufacture. The supply chain will vary
among product types and the preferences of customers and end users. According
to Figure 1.1, customers or end users can acquire products and services from retail
and online stores, directly from OEMs, and from dealers or resellers who also deal
with the OEM. Retailers and distributors may refer to OEMs as the manufacturer,
the vendor, or the resource.

Some retail supply chains include more than one intermediary distributor. This
is especially true of the food industry, where freshness is mandatory, and for fre-
quently purchased consumer goods like over-the-counter (OTC) medications For
example, milk may be produced on a farm, then sold to a cooperative, which sells it
to a processor, who in turn sells it to a distribution brand; it is then sold to a retailer,
who sells it to the consumer. A supply chain analogy is the fire brigade, where it is
faster to pass the bucket along a chain of people than to have one person carry it
the entire distance.

Another appropriate analogy is the iceberg. As customers or end users, we par-
ticipate in the last transaction in the chain. We see the part of the iceberg that sticks
out of the water while most of the iceberg is hidden. Also, there is often a difference
between customers and end users at the end of the supply chain. In this book, the cus-
tomer makes buying decisions and purchases goods and services, while the end user
actually consumes or uses the product or service. For example, a wife and mother
who shops is the customer for her household; family members are end users and may
wield strong influence over what is actually purchased. A purchase of a product like a
computer will likely be accompanied by what are called “extended product” services.
Examples include financing, warrantees, delivery options, software, and training,

Both customers and end users combine with other influencers to make purchase
decisions. For example, a father may have health concerns for his children and insist
that the mother purchase low-fat milk even though he is neither a consumer nor a
shopper.?

Most of us buy much of what we use or consume at stores, but alternatives are
many due to the growth of omnichannel distribution. Consumers also order out
of catalogs, go online, or purchase from dealers or salespersons who guide them in
their selections. The store, direct, and dealer/reseller paths in Figure 1.1 are channels
of distribution.

Each level in a supply chain (e.g., distributor, OEM, or supplier) is called an ech-
elon. Bypassing an echelon is a process called disintermediation. Disintermediation,
in some cases, can lower cost, inventory, and lead times. Many supply chain par-
ticipants, particularly distributors, are wary of disintermediation paths that bypass
them. Firms employing a disintermediation strategy must be judicious in setting up
a direct path to customers that alienates existing trading partners.
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Recently, well-known apparel brands have opened up their own brand-centered
specialty stores near retailers who carry their lines. Notable examples include the
previously cited Tommy Bahama and Eileen Fisher, a seller of women’s apparel.
Eileen Fisher seeks to “make women feel good with premium products.” In Seattle,
the Eileen Fisher store is located directly across the street from the Nordstrom flag-
ship store, which also carries the Eileen Fisher brand. By varying the merchandise
in the company-owned stores so they are not in direct competition, the two coexist
successfully.

Apparel companies who operate their own stores and/or websites are said to be
vertically integrated, controlling the supply chain from beginning to end. A man-
ufacturer that engages in retail activities would be forwardly integrated, whereas
a retailer engaged in production would be considered backwardly integrated.
Backward integration has become a necessity for retailers to attain desired margins,
regardless of retail format. Costco, Wal-Mart, Macy’s, Kroger, and most others
have turned to producing their own products to stay competitive. Costco’s estab-
lishment of the Kirkland brand has been very successful. These private label goods
are known to be very good-value items, dependable because Costco has selected
them as their own.

The OEM also often provides the brand identity for the products sold by the
retailer. However, as with Costco, brand identity might be associated with the retail
enterprise through private label brands designed and sold exclusively by that retailer.
Gap is another example of a company that carries private label merchandise and
uses it to develop its retail image and a long-term competitive advantage. Gap
maintains stores under the identities of Gap, Old Navy, Banana Republic, and
Athleta retail outlets. Customers can purchase merchandise outright, buy a gift
card, reserve merchandise to pick up in the store, and create a wish list for future
purchases. Gap-branded merchandise is sold only by Gap and is not carried in
other apparel stores.

In some cases, components of a product are branded for inclusion in other prod-
ucts sold at retail. Intel chips and Microsoft operating systems in computers are sold
by computer OEMs across a range of form factors (e.g., desktop, laptop, notebook).

Brand identity is enhanced by extended product features—up to a point. Supply
chain design must support these strategies. Lack of extended product features nar-
rows the basis of competition to price. Earlier, this chapter reported that non-
price strategies resulted in superior performance measured by ROA. Gap, Tommy
Bahama, and Eileen Fisher also distinguish themselves with nonprice supply chain
features.

Starbucks, with Internet access and comfortable places to linger, delivers an
extended product that supports sales of base products such as coffee, other bev-
erages, merchandise, and light food. Starbucks’ growth is based on consumers’
perceptions of the coffee shops as a relaxing third place to go, the others being the
place of work and home.
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A retailer with a good reputation for after-sales services provides an extended
product in the form of customer risk reduction. The customer is certain that he
or she can use the product with confidence, return unsatisfactory merchandise,
or have problems fixed promptly. Section 1.4 further explores how supply chain
networks create value. Chapter 6, Section 6.3, further describes the importance of
extended product features.

Some companies have expanded their breadth of brand offerings too far. In
2014, Proctor and Gamble announced it was drastically reducing its number of
brand offerings to focus on its 70 to 80 best-selling brands. Growth, reliable cash
flow, and profit generation motivated this reduction. There can be too many brand
differentations.*

Globalization is an important supply chain topic. Figure 1.1 shows second-tier
sources of product components as either national or international. Globalization
also opens international markets for base and extended products that fuel sales
growth. Wal-Mart not only imports many of its products, but it also has opened
stores in foreign countries, including many in China. This book deals with glo-
balization again in Chapter 4 and Chapter 6, Section 6.4. The rapid and com-
plex globalization of online retailer Amazon is without precedent in retail history
and is impressively described in detail in MWPVL International’s paper on the
subject.

In June 2016, a referendum, labeled “Brexit” in Great Britain called for the
United Kingdom to exit the European Union. Major issues for the British were
open-border immigration into the United Kingdom that threatened resident jobs
and its accompanying economic malaise. After the referendum passed, the Los
Angeles Times® posed the question of the moment, “Will ‘Brexit’ mark the end of
the age of globalization?” The article maintained that the vote “signals a new era
for the post—World War II globalization drive.” It identified the public backlash to
lower trade barriers and open borders. This same theme formed a major plank of the
U.S. Republican Party’s platform in the 2016 presidential election.

A potential source of confusion is the use of the terms upstream and downstream
in the supply chain context. In this book, upstream relates to operations that pre-
cede a point of reference. For example, in Figure 1.1, distributors are upstream of
retailers. For customers and end users, all operations are upstream. Downstream
operations, on the other hand, follow points of reference. So distributors are down-
stream of OEMs in Figure 1.1.

Some companies refer to upstream trading partners as their supply chain and
downstream trading partners as their demand chain. A common practice—that has
great potential for harm—is to label sourcing and purchasing functions as the “sup-
ply chain” domain. Those that do so view the supply chain as the upstream links
and fail to consider the whole supply chain as depicted in Figure 1.1. This book is
dedicated to promoting the view that supply chain should be defined as end-to-end
process steps from raw materials to the arrival in the customer’s hands—and the
return cycle.
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1.2 Defining Supply Chain and Supply
Chain Management

As mentioned in the last section, there are many working definitions of supply
chain, varying with the viewpoint of the definer. A common interpretation men-
tioned in the previous section is where organizations define supply chain as pro-
curement only, distribution, or a collection of information system applications.
These viewpoints usually reflect the need for operating efficiency in running the
supply chain. This often ignores strategic advantage from supply chain design.

To understand the variation and commonality in definitions, the staff of DC
Velocity (DC stands for Distribution Center) questioned a panel of 11 supply chain
practitioners, whom they referred to as logistics profession “rainmakers.” Table 1.2
summarizes the responses to the question, “How do you define supply chain man-
agement as it relates to logistics operations?””

Table 1.2 responses prove that perspectives on SCM vary. They range from
broad, planning-oriented definitions (such as #1, #3, #4, #5, and #7) to opera-
tional ones (e.g., #2, #8, and #9). The rainmakers’ responses reflect their roles, with
those of academics and executives being broader in nature and operating execu-
tives’ responses more focused on physical flows of concern to logistics management.

This book recommends a broad view that includes the potential for strategic
contribution from SCM; first, a broader definition, of the term supply chain is
presented here.?

Supply chain:
Product life-cycle processes comprising physical, information, financial, and
knowledge flows whose purpose is to satisfy end-user requirements with
physical products and services from multiple and linked suppliers.

This definition says that the supply chain is made up of processes, as emphasized
in Table 1.2, definition 5. Figure 1.1 is a high-level snapshot of these processes.
They include sourcing material, designing products, manufacturing, transporting,
fixing, and selling physical products or services at supply chain enterprises.

In addition to the widely accepted marketing definition of the term product life
cycle, the term has at least two meanings when examined in the supply chain con-
text: the selling life cycle and the usage life cycle. For long-life, or durable, products
as well as many services, these aren’t the same. The selling time window may be far
shorter than the product’s useful life. Examples of products with extended lives are
automobiles, computers, life insurance policies, and 30-year mortgages.

All must be supported long after newer products take the place of older ones.
For this reason, product support after the sale can be an important—if not #e most
important and profitable—supply chain component. In these cases, the prospects
for seller longevity, another extended product feature, is important to customers.
Service after purchase may be a very important component of the product choice.
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Table 1.2 Practitioner Definitions of the Term Supply Chain Management

Thought Leader

Definition Summary

Theodore Stank, University
of Tennessee (Knoxville)

Orientation to conduct business across
multiple firms to improve end-customer
value

Tim Krishner, president,
SeayCo Integrators, Inc.

How best to use tools and reports to
enhance productivity

James Stock, University of
South Florida

Management of a relationship network
between independent organizations
and business units

John Sidell, founder of
ESYNC, supply chain
execution systems and
consulting

The end-to-end management of
inventory and information from
sourcing through manufacturing/
assembly to distribution to customer
delivery and, depending on the
business model, through to the end
consumer

Jeffrey Karrenbauer,
founding director of
Insight, Inc., optimization
and simulation applications

Integration of key business processes
from end user through original
suppliers, which provides products,
services, and information that add value
for customers and other stakeholders

Philippe Lambotte, Kraft
Foods

Management of goods and information
flows from the retail shelf to suppliers

Chad Autry, Texas Christian
University

Business process integration across and
through the boundaries of multiple
firms acting together to create value

Michael Fostyk, American
Eagle Outfitters

Getting the right goods to the customer,
at the right time, consistently,
accurately, at the right value to the
organization

John Gentle, formerly
Owens Corning leader for
transportation affairs

Begins with material planning and is
translated back into transportation
requirements of inbound materials,
warehousing of both raw and finished
materials, and the transportation of the
finished goods to the customer

(Continued)
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Table 1.2 (Continued) Practitioner Definitions of the Term Supply Chain
Management

Thought Leader Definition Summary

10 | Jeffrey Camm, University of | The old standard definition ... getting
Cincinnati the right quantities to the right
locations at the right time in a
cost-effective manner

11 | Dick Ward, Material Flow of all goods and materials from the
Handling Industry of beginning of the chain to the end,
America being the final consumer, and even

beyond, when you consider returns

Physical, information, and financial flows are frequently cited supply chain
dimensions. However, the common viewpoint of the supply chain as a purchasing
or physical distribution network is limiting. Information and financial components
are often as important as physical flow in supply chains as are reverse flows that go
in the opposite direction, shown in Figure 1.1.

Often omitted from supply chain definitions is the role of £zowledge inputs into sup-
ply chain processes. Knowledge is the driver behind new products and new processes,
the source of growth through innovation. Designing supply chain processes for new
products requires coordination of intellectual input (the design) with physical inputs
(components, prototypes, factories, distribution channels, and the like). In the retail
industry, such knowledge can produce better-designed, more user friendly, and more
stylish products. Increasingly, products sold to consumers rely on software to distin-
guish them; such features are currently highly influential in automobile choices made
by customers. The knowledge component of our definition includes that software.

Organizations experiencing turnover have particular challenges in managing
the knowledge component. An article centered on passing knowledge in distri-
bution describes OPPTY, an acronym for observation, practice, partnering, and
taking responsibility.” The technique calls for internal experts, usually senior
acknowledged experts, to mentor aspiring newer employees interested in their area
of expertise. The recommended interaction includes observation, practice, joint
problem solving, and delegating responsibility.

Another framework for passing on knowledge applies to areas where the firm
“doesn’t know what it knows.” The method is called MASK (Method for Analyzing
and Structuring Knowledge). Like OPPTY, acknowledged internal experts, perhaps
more than 100 in an organization—who may not be aware of the knowledge they
hold—are queried. The knowledge is assembled into a Knowledge Book with sections on
topics like craft specifications, concepts, process, history, know-how, and evolution.!

The supply chain should support the satisfaction of end-user requirements. These
requirements give rise to the fundamental mission of supply chains—matching supply
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and demand. As noted later in this chapter and in Chapter 7, there may be a range of
customer or end-user groups who constitute market segments. An integral part of SCM
is tailoring supply chain networks to satisfy the varying needs of these segments.

A supply chain also has multiple, linked suppliers. From the customer or end-user
viewpoint, a supply chain exists when there are multiple enterprises backing the last
link that delivers the product or service. Under this definition, the neighborhood
barber would not constitute a supply chain, while a chain of barbershops would.

As mentioned previously, the supply chain has a two-way flow. Many consider sup-
ply chains only in terms of forward flow from suppliers to end users, so SCM definitions
take on a limited sourcing-logistics flavor. For the physical processes, this is largely true.
Only one definition in Table 1.2 (#11) mentions reverse flows in the form of returns.

But supply chain design must include backward flows for product returns, pay-
ments and rebates, replenishment orders, repair, and other reasons. The European
Union has passed regulations that hold companies responsible for the disposal of
the products they sell. For example, computer manufacturers have to take back and
recycle parts and materials from the products that they have sold. Chapter 22 deals
with reverse flows in more detail.

Services also have supply chains. Production planning for the research and
development department, which produces designs, not products, can benefit from
the same techniques used by product manufacturers.

Federal Express and United Parcel Service (UPS) operate service businesses,
but they employ complex supply chains to move customer shipments. A software
company like Microsoft is challenged to continuously improve its product through
upgrades, so it too has a supply chain for its knowledge-based product.

With the term supply chain defined, SCM is simply the following.

Supply chain management:
Design, maintenance, and operation of supply chain processes, including those
for base and extended products, for satisfaction of end-user needs.

Although casy to define, SCM is a challenge to practice. Applying the above
definition, effective SCM requires the management skills to perform the following
five tasks:

Task 1. Designing supply chains for strategic advantage. This task creates new busi-
ness models that shift the basis of competition. Definition 1 in Table 1.2
comes closest to recognizing this need. The presence of needed skills to per-
form this task is rare in many organizations.

Task 2. Implementing collaborative relationships inside the organization.
Specialization in focused departments of a retailer or its trading partners pro-
duces local optimums with substandard service and productivity in the retail
supply chain overall.
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Task 3. Forging supply chain partnerships with trading partners up and down the
supply chain. This is an “unnatural act” but often a necessary one to gain com-
petitive advantage. Many of the definitions in Table 1.2 recognize this need.
Section 1.4 describes the value within a network.

Task 4. Managing supply chain information. The claims for new software applica-
tions may confound potential users. The confusion is the consequence of hav-
ing many providers and the difficulties of evaluating their claims or adapting
their “solutions” to one’s business. Chapter 10 describes a resource for dealing
with this complexity.

Task 5. Making money from the supply chain. Well-managed process improvement
retains its importance, but processes that cross department and company
boundaries have to be defined and addressed, not just those in a department.

Note that the tasks range from strategy making to collaborating effectively and
to running efficient operations. The tools and techniques in this book will help
readers improve their skills in performing these tasks.

1.3 The Importance of Customer Segments

Figure 1.1 shows customers and end users as a single block. However, customers or
end users are seldom as homogeneous as the figure implies. The block often is made
up of individual customer/end-user groups, called segments. Each segment sells to
those who share buying habits and product preferences and have common needs
for supply chain performance. This performance includes features like cost, quality,
and responsiveness that are built into the supply chain’s design.

Marketers define four variables that control how products are presented to dif-
ferent market segments. These four Ps are product, price, place, and promotion.
Managements decisions on these four variables will drive retail supply chain
design. Needless to say, the number of variations for any product line is huge. The
SCM “art” is in designing supply chains to support targeted-segment retail strate-
gies without overdoing it, as mentioned earlier with regard to Proctor and Gamble’s
discovery that they had unprofitably oversegmented the market. Subsequent chap-
ters, particularly those in Section III, describe variations in strategy and the types
of supply chain designs needed to support them.

1.4 Adding Value along the Chain

A term that is often interchanged with supply chain is value chain, a term from
strategist Michael Porter that reflects profitability at different echelons along the
chain.!! Porter uses the expression in the same context in which the term supply
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chain is used. Value in a supply chain like the one in Figure 1.1 is reflected by the
profit earned at each echelon. Greater value brings higher profits and return on
investment.

Many criticize retailer Wal-Mart for its market power over suppliers through
aggressive cost negotiations. Wal-Mart customers appreciate the resulting lower
prices. Distributors may fear disintermediation because their operations may not
be seen as adding value to the supply chain. The same is said of retail stores whose
businesses suffer in the face of direct sales by OEM:s or distributors.

For technology products, second-tier suppliers may enjoy outsized profits, add-
ing the greatest value to supply chain products. Technology companies in particu-
lar possess propricetary core competencies that drive innovation in the end products.
Microsoft and Intel are examples for personal computers. For other supply chains,
the OEM may be the most profitable trading partner. This advantage could derive
from the OEM’s distribution system, its investment in manufacturing plants, or its
product development capabilities.

Resellers in other supply chains could also enjoy high profits. This would be the
case where complex systems have to be assembled from relatively inexpensive com-
ponents. Another source of a profitable business comes from after-sales replacement
parts and support. Examples are consumables like printer cartridges and razor blades.

In mid-2016, a book and accompanying webinar pointed out the premium
value that lies in networks. This is relevant since supply chains are a form of net-
work. The book’s authors” firm, OpenMatters, LLC, had conducted a survey of
companies in the S&P 1500. These authors maintain that “networks are eating the
world.”? They point to the market values of traditional companies compared to
those with business models that utilize networks.

For example, transportation provider Uber, a network example light on fixed
assets, has a market capitalization of $63 billion. General Motors, a capital-intensive
company, has a stock value of $30 billion. Netflix, another network company, has
a value of $40 billion, while the cinema chain Regal Cinemas’ is about $3 billion.
The common thread is that the higher-value companies have digital, not brick-and-
mortar, business models. Table 1.3 summarizes OpenMatters’ research including
their identification of four business models.

Table 1.3 Business Models and the Value of Networks

Business Model Description % of Companies
Asset builders Make one, sell to one 64%
Service providers Hire one, sell to one 24%
Technology creators Make one, sell to many 1%
Network orchestrators Make many, sell to many 1%
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Table 1.4 Business Model and Value

Scaling (cost of added Price/Revenue
Business Model capacity) Multiplier
Asset builders High marginal cost 1.8
Service providers Moderate marginal cost 2.7
Technology creators Low marginal cost 5.3
Network orchestrators Near zero marginal cost 8.0

Asset builders are the most common model. Examples include large retail
chains and automotive manufacturers. Growth must be supported by a propor-
tional investment in the number of outlets for stores or manufacturing plants for
the asset builders. Service providers are similar, but the added capacity requires
a lower marginal cost. The technology creators, like the publisher of this book,
transfer knowledge from its book writers to audiences interested in the writers’
knowledge and insights. Facebook and Twitter are network orchestrators because
they have built a bridge between multiple sources and multiple users with very low
investment.

Table 1.4 shows the value of each model as expressed in its stock value-to-
revenue multiplier. Mr. Libert noted in his webinar that the network orchestrators
are rewarded by high valuations because they provide tools that maximize asset
utilization. For example, ride sharing with Uber enables a car owner to earn money
lost when his or her vehicle is not needed for his or her own needs.

The authors maintain that all four models exist in any industry and that a
path exists to multiply the value of an industry’s players by changing their business
model. The SCM methodologies and tools in this book can support these efforts.
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Chapter 2

Success in a Retail
Business

Achieving success in the retail industry (usually judged by profitability) requires
having the right product in the right place at the right time, happy customers, and
collaboration with key supply chain partners. Chapter 2 identifies financial suc-
cess factors for a retail enterprise. The factors apply to retail chains and physical
and online stores of any size. Achieving success as a retailer—or as a supplier to
retailers—requires a range of skills, with the five supply chain management (SCM)
tasks listed in Chapter 1, Section 1.2, among them. Recent goals and objectives
that have universal appeal include the following:

B Timely deliveries to excel at customer service

B High margins and frequent inventory turns along the supply chain

B For sustained success, great products updated promptly as fashion and tech-
nology change

Trading partner collaboration with retailers will be aided by an understanding
of how the retailer makes decisions. Larger retailers, who manufacture as well as
sell, should employ these measures across their operations. IKEA, in fashionable
but proprietary home furnishings, and Zara, known for its rapid turnover of fash-
ion clothing, are examples.
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2.1 Financial Statements and Analysis

Financial statements are the basic foundation for retail decision making. Two uni-
versally employed reports are as follows:

1. The income statement (Table 2.1) that reports financial results over a speci-
fied time period, often quarterly or yearly

2. A balance sheet (Table 2.2) that reports assets and liabilities at a point in

time—also quarterly or yearly

These two reports include the numbers needed to assess profitability and return on
investment and also may identify opportunities to improve performance. The use
of income statements and balance sheets is not limited to retailers. Trading partner
companies use similar reporting.

Table 2.1 Retailer Income Statements (Millions of U.S. Dollars)
Discounter | High-End

1 Gross sales 1000 35
2 Less: returns 50 5
3 Net sales 950 30
4 Less: cost of goods sold (COGS) 750 10
5 Gross margin 200 20
6 Less: operating expense 90 15
7 Less: interest expense 50 12
8 | Total expense 140 27
9 Net pretax profit 60 3
Popular Ratios (Percent)

10 | Gross margin (#5/4#3) 21 67
11 | Expense ratio (#8/#3) 15 90
12 | Pretax profit margin (#9/#1) 6 9
13 | Returns ratio (#2/#1) 5 14
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Table 2.2 Retailer Balance Sheets (Millions of U.S. Dollars)

Discounter | High-End
Assets
Current Assets:
1 Accounts receivable 15 10
2 Merchandise inventory 150 5
3 Cash 10 1
4 | Total current assets 175 16
Fixed Assets:
5 Buildings, equipment (at cost) 1000 5
6 Less: accumulated depreciation 400 1
7 Net fixed assets 600 4
8 Total assets 775 20
Liabilities
9 Accounts payable 80 7
10 | Long-term liabilities 300 1
11 | Other liabilities 5 0
12 | Total liabilities 385 8
13 | Owners’ equity 390 12
14 | Total liabilities and owners’ equity 775 20
Popular Ratio
15 | “Quick” ratio® (#1 + #3)/#9 0.3 1.6

2 Also called acid test, or current ratio.

2.1.1 Retailer Income Statements

Table 2.1 shows fictitious income statements for two retailers, the first for a com-
pany called Discounter, a chain, with annual revenues of $1 billion, and the other
for a smaller chain called High-End, with annual revenues of $35 million. Tax rates
vary widely from company to company and are not relevant to the themes in this
chapter, so after-tax figures are not included.
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The two companies are on opposite ends of the retail value—service spec-
trum. Discounter caters to value-seeking consumers in search of low prices.
High-End customers are service seeking and attracted to style and luxury.
Discounter has a significantly higher cost of goods sold (COGS) relative to sales
(row 4 of Table 2.1) and far lower gross margins, 21% versus 67% for High-End
(row 10). High-End delivers more service for the sales dollar—83% versus 15%
for Discounter, reflected in the expense ratio (row 11). These services include
help with selection, customer education about product choices, consumer credit
to finance sales, a luxurious shopping environment, and ample inventory from
which to choose.

Pretax profit margin (row 12) is 50% higher for High-End. To determine if this
is good or bad, one must consider the required investment from the balance sheet
shown in Table 2.2. The returns ratio (row 13 of Table 2.1) highlights potential cus-
tomer service or product quality problems, or could reflect a more generous return
policy appropriate for this kind of retailer.

To improve income statement performance, retailers have four fundamental
options:

1. Decreasing expenses

2. Increasing margins by
a. Obtaining merchandise at a lower cost
b. Raising prices

3. Selling more merchandise

While stating the available solutions is simple, execution may be difficult. For
example, consultants from McKinsey & Company report “holes in the pocket” for
retailers, which show up as leaks in income.! The authors note that small leaks in
income statement categories can produce large drags on earnings. This is reflected
in row 11, which shows that a 1% decrease in Discounter’s merchandise, operat-
ing, and interest costs increases pretax profit from 6% to 7%, a 17% improvement
in profitability. Thus, attention to detail on the cost side will produce significant
improvements in profitability. Leaks identified by McKinsey include the following:

Online order discounts

Delivery to the customer without appropriate charges

Discounts that discourage rapid payment or are granted without fast payment
Cooperative advertising with the manufacturer that is ineffective

Ineffective market development incentives to promote brands or sales to cus-
tomer groups

Several lines on the income statement are supply chain related. These include
the Cost of Goods Sold (COGS), the largest expense, for products purchased

from original equipment manufacturers (OEMs) or distributors. Inbound freight is
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added to the COGS as part of merchandise cost. Many operating expenses are also
supply chain costs. Examples are the cost of distribution facilities, inventory han-
dling, and inventory carrying costs. Improving supplier quality might also reduce
returns. Customer support processes to match products with customer needs may
also be a good investment. This could reduce a revenue leak from returns, particu-
larly for a company like High-End with a 14% return rate.

2.1.2 Retailer Balance Sheets

As described above, the income statement reports performance over a period of time
like a month, quarter, or year. The balance sheet reports the financial condition a#
a point in time (end of the year, quarter, or month). Assets in Table 2.2 include the
credits extended to customers in the form of accounts receivable (row 1), inventory
to support sales (row 2), and cash (row 3). These are referred to as current or short-
term assets because they have expected lives of less than 1 year.

Fixed assets like buildings and equipment (rows 5—7) have longer lives. They are
often valued at cost with accumulated depreciation deducted as it is on row 6. This
figure may not reflect current market values but, rather, the costs incurred at time
of purchase. Sometimes investors buy a company because physical asset values have
increased and aren’t reflected in the company’s value.

In the example, Discounter owns many of its stores and related equipment.
High-End relies on short-term leases for its stores and equipment and, therefore,
has few assets on its balance sheet. Some companies also report long-term leases as
liabilities.

The liabilities side of the balance sheet includes both short-term, current
(accounts payable, row 9), and long-term (rows 10 and 11) liabilities. For
Discounter, these liabilities include the loans taken to purchase the stores it owns.
High-End has few long-term liabilities because management has chosen to lease
store space. This practice raises the risk of losing a lease, resulting in relocation
costs and additional marketing expenses to inform the public of the move or in
large rent increases.

Owner’s equity (OE) is the difference between assets and liabilities. Because
long-term assets are recorded on the balance sheet at historical costs, owner’s equity
doesn’t necessarily reflect market values.

To make funding decisions when evaluating strategic options, companies cal-
culate the “cost of capital.” This company-specific interest rate is determined by
weighting rates paid for various sources of debt and equity capital. To be approved,
company investments must generate enough cash flow to meet this hurdle rate.
Chapter 19, Section 19.2, describes the application of the cost of capital to invest-
ment decisions.

Some lenders require borrower liquidity as determined by the balance sheet.
A popular ratio derived from the balance sheet is the acid test or quick ratio
(row 15). Usually, the ratio assumes that inventory values are 0—the acid test.
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Ratios greater than 1 might be a lender test of the borrower’s capacity to repay
a loan. In Table 2.2, Discounter has a low ratio (0.3) whereas High-End has a
higher one (1.6).

Anand Khokha, president of a turnaround company, has led several retailers in
financial trouble with their lenders to more profitable paths. He points to several
opportunities to improve retailer cash flow and profitability:

1. Making sound merchandising decisions about what to buy remains the best
way to increase sales and reduce inventory. It is no surprise that poor financial
performance is the product of poor merchandising decisions.

2. Getting the product on time is vital, particularly for retailers who rely on
seasonal sales, such as at Christmas, or who sell seasonal products like skis,
fashion apparel, and bathing suits. Company processes may not assure timely
deliveries.

3. Owned real estate is often neglected when turning around a company. A lot
of this value can be turned into cash. This could be the case for Discounter.
When real estate values are escalating, selling the real estate may have a
higher yield than operating the retail business.

4. Retailers often select too many stock-keeping units (SKUs), raising inventory
and tying up capital. Merchandisers may seck to offer a full product range,
but many products are unprofitable. A strategic analysis is required to deter-
mine the appropriate assortment width (number of product lines carried) and
depth (number of SKUs within the product category).

5. Measuring category profitability is not done well. The retailer does not know
what is profitable and what is not.!

This chapter and Chapter 19 address items #1, #4, and #5. Applications include
all products, product lines, stores, and individual products.

2.1.3 Financial Analysis

A financial analysis is a starting point for turnaround experts like Mr. Khokha. The
analysis secks to uncover opportunities for improvement and requires calculation
of performance measures that combine income statement and balance sheet items.
Table 2.3 provides common measures for analyzing supply chain performance. The
numbers aid discovery of ways to improve cash flow and profitability. The following
paragraphs interpret these measures and identify opportunities to apply the SCM
methodologies and tools in this book.

Inventory turns and days of supply (rows 1 and 2). Retailers are particularly
interested in inventory turnover. The ratio tells them how many times a year the
company has used and reused its inventory investment dollars, garnering the prod-
ucts’ contribution margins with each turn of the inventory. Unless objectives for
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inventory turns are met, the company can find itself short of cash to pay its expenses
and, in extreme cases, bleeding to death by depleting inventory to pay other bills.

Inventory is a common target for cost reduction efforts. Many retailers employ
rules for the optimum inventory (days of supply) that maximizes turns, minimizes
order costs, and eliminates stockouts. Solutions include purging slow-moving items
through inventory analysis, sharing forecasts with suppliers, negotiating delivery
schedules, requiring suppliers to hold inventory, direct shipments to stores, more
frequent replenishment, and more accurate forecasting. Since accuracy in forecasts
may be as good as it gets, shifting from forecast-driven to demand-driven replen-
ishment can be a solution. Chapter 17 describes approaches to achieving demand-
driven supply chains.

Receivable and payable days (rows 34 and 3B). Excess receivables may be symp-
tomatic of loose credit practices or providing too much credit to customers. This is
one of the leaks identified by the McKinsey consultants. “Firing” or denying future
credit to slow-paying customers may improve cash flow. Payables, on the other
hand, provide a source of working capital. High-End makes ample use of supplier
credit to finance its business. Should suppliers’ willingness to perform this service
change, High-End’s business model would be threatened.

Cash-to-cash cycle (row 4). This cycle captures the effect of coordinating the
three working capital accounts for receivables, inventory, and payables. Dell (com-
puters) and Toyota (automobiles) have sought to minimize this measure. Early in
their company’s life, cash was in short supply. Dell’s direct model took an order
payment from the customer and only then acquired the parts necessary to build
the computer. Toyota has a “sell one, make one” mentality exemplified by its pull
replenishment systems. Dell’s and Toyota’s demand-driven approach, sometimes
referred to as Lean manufacturing, has been rewarded with high profits and market
share. Many supply chain reengineering efforts use the cash-to-cash cycle to set
their goals. One such company, described in Chapter 10, Section 10.1, is furniture
maker Herman Miller.

Return on capital (rows 5, 6, and 7). Most companies use metrics that relate
profits to investment. The three shown here are common. The first includes only
owners” equity in the base, the second total assets, and the third working capital
only. The total assets approach is the broadest. Many investors might consider the
8% return on total capital for Discounter marginal. On the other hand, High-
End’s 25% return on equity (ROE) would be attractive to many.

As noted above, where private capital investors are acquiring retailers and other
distribution firms, possible acquisition candidates are identified by examining
income statements and balance sheets. The goal is to convert assets into cash to
pay for the acquisition. Discounter might be such a candidate. Their substantial
real estate holdings may be such a source of funds. Shortening the 40-day cash-
to-cash cycle through inventory reductions, dropping slow-moving merchandise,
faster collections, and having suppliers finance Discounter’s inventories are other
opportunities.
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2.2 Merchandise Replenishment and Budgeting

The merchandising function at the retailer level establishes a plan for buying mer-
chandise, allocating it to stores, and planning replenishment. Retailers often utilize
a form of the Strategic Profit Model in this task. Financial executives at E.I. DuPont
de Nemours and Company (DuPont) developed such a model during World War I
to evaluate internal performance. At the time, the company, founded in July 1802,
was already over 100 years old. The model is particularly useful for retailers because
it takes into account common goals for inventory turnover and margins in mer-
chandising decision making.

The DuPont Company broke down ROE into three ratios: return on sales, sales
turnover, and the ratio of assets to equity.? They then demonstrated the relationship
between them as follows:

Return on equity = (return on sales) X (sales turnover) X (financial leverage)

or, algebraically, with income statement parameters in regular type and balance
sheet items in italics:

(Profit/equity) = (profit/sales) X (sales/assets) X (assets/equity)

A subset financial parameter under the control of the retail merchandising deci-
sion maker is the gross margin return on investment (GMROI). GMROIL is the gross
margin percentage of the merchandise multiplied by sales-ro-stock ratio. The equation
is as follows:

GMROI (%) = (gross margin/net sales) X (net sales/average inventory valued at cost

gross margin (%)/average inventory valued at cost

This measure, expressed as a percentage, is employed for a merchandise category
in order to plan stock ordering to support expected sales. The purpose is to assure
that gross margins are earned by a not-too-heavy investment in inventory. This tells
the buyer how much margin is achieved for every dollar invested in inventory.

GMROI is also useful in evaluating the performance of merchandise buyers
and in making decisions about whether to continue a product or group of products.
There are variations in the way GMROIL is calculated. Consistently applied by a
company, this should not be a problem for evaluating profitability. The table is a
reference showing a range of gross margin percentages and a range of net sales-to-
average inventory ratios. The shaded rows have GMROI values greater than 200%.
Readers can use the table to look up GMROIs when they have the component
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values. It is also useful for mapping multiple measures when comparing products
or locations.

Gross Margin Return on Investment (GMROI) (%)

Net Sales/Average Inventory

Gross Margin
Percentage

1 2 3 4 5 6 7 8 9 10

90% 90% [ 180% | 270% | 360% | 450% | 540% | 630% | 720% | 810% | 900%
80% 80% [ 160% | 240% | 320% | 400% | 480% | 560% | 640% | 720% | 800%
70% 70% | 140% | 210% | 280% | 350% | 420% | 490% | 560% | 630% | 700%
60% 60% [ 120% | 180% | 240% | 300% | 360% | 420% | 480% | 540% | 600%
50% 50% [ 100% | 150% | 200% | 250% | 300% | 350% | 400% | 450% | 500%
40% 40% | 80% | 120% | 160% | 200% | 240% | 280% | 320% | 360% | 400%
30% 30% | 60% | 90% | 120% | 150% | 180% | 210% [ 240% [ 270% [ 300%
20% 20% | 40% | 60% | 80% | 100% | 120% | 140% [ 160% [ 180% [ 200%
10% 10% | 20% | 30% | 40% | 50% | 60% | 70% | 80% | 90% | 100%

There is a view that there are better ways than GMROI to perform the measure-
ment task.* The authors from the Profit Planning Group in Colorado point out the
advantages of GMROIL. These include being easy to use and simple to understand.
Objections include the following:

B GMROI is biased. It overstates the performance of items with a low gross
margin percentage while understating the performance of items with a high
gross margin percentage.

B GMROI treats the two levers—margin and turnover—equally. Gross mar-
gin is stronger.

B An item might have a high GMROI and be unprofitable.

To address these concerns, the Profit Planning Group recommends direct prod-
uct profit (DPP) as a better measure than GMROI for measuring the financial
results of individual items, merchandise categories, or departments. This approach,
described in Chapter 19, entails assigning direct costs to the product. This can be
challenging in a brick-and-mortar store, where it is difficult to measure direct sell-
ing effort, and online, where IT costs play a critical role. A recommendation is to
use both. Use GMROI to screen products, categories, and stores for opportunities
and then apply the more detailed DPP or similar approach for a detailed analysis.

2.2.1 The Importance of Replenishment
Models in Retail Supply Chains

Using merchandise budgeting, the merchandise managers and buyers plan the
amount of money to spend on a product line or category in a defined budget

* “Saying Goodbye to GMROL,” Boulder, CO: Profit Planning Group, 2014.
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period. Once the amount is set, the planner must select the merchandise items to
order.

Juggling financial variables to optimize merchandise plans is formidable. The
following discussion is in two steps. Step 1 describes the concept behind merchan-
dise replenishment and budgeting and includes an example. Step 2 describes how
numbers required to complete the budget are collected and calculated.

2.2.2 Merchandise Types—Staple versus Fashion

Merchandise budgeting methods consider whether the merchandise is a “staple”
product with predictable sales patterns or a “fashion” product with less sales history
and greater demand uncertainty. In our examples, Discounter specializes in staple
products, High-End in fashion products. Other labels for these categories include
functional and innovative. For simplification, we assume that our retailers do not
mix these categories; in practice, many retailers have both types of merchandise.

Staples, or functional products, are those consumers buy every day or with some
regularity. Examples include common grocery products, basic clothing, and hard-
ware items. Examples of fashion or innovative products include stylish apparel, just-
released movies, new electronic gadgets, upgraded cellphone models, and expensive,
limited-production automobiles. For the fashion category, the merchandise planner
needs to track sales more closely and adjust replenishment plans more frequently.
For staples, computer inventory maintenance and ordering software may moni-
tor volumes and automatically replenish supplies by generating replacement orders
when volumes indicate such a need.

2.2.2.1 Staple or Functional Products

Retailer Discounter specializes in this product category. A merchandise budget
will provide planning rules, often in software, to ensure that the category meets
profitability goals from GMROI targets or Direct Product Profie (DPP). Staples
have lower margins—probably less than 50% in the GMROI table—than fashion/
innovative products. To satisfy a GMROI objective, inventory should be closely
managed. Systems for staples compute recommended order points and order quanti-
ties based on sales history and forecasts. The order point is the minimum inventory
level required to avoid an out-of-stock situation. Upstream suppliers who reduce
order lead time can lower safety stock requirements for this category.

Systems for staples also often factor in forecast error, or the difference between
actual demand and the forecast. They then employ formulas to take uncertainty
into account. Overstocking staples may not lead to markdowns. Most will be sell-
able at some point when the excess stock is worked down, but capital is tied up in
these products until they are sold.

Most retailers use electronic data interchange (EDI) computer language to
interact with supply chain partners. Computer systems continuously track sales
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by store and region and maintain accurate inventory counts. This visibility enables
automatic generation of orders without human intervention.

Michael Hugos, in his work Essentials of Supply Chain Management, classified
staple inventories into three categories’:

. Cycle inventory: inventory needed between orders to meet demand, like reg-

ular quantities of men’s underwear. These items are often reordered in fixed
quantities when the reorder point is reached.

. Seasonal inventory: inventory purchased and stored for anticipated future

demand in a particular period like summer or Christmas.

. Safety inventory: extra inventory to adjust for uncertain demand during the

reorder period and variations in lead times.

Hugos suggests four ways to reduce safety stock:

—_

. Improve forecasting, lowering forecast error.
. Deliver more frequently to reduce lead times and inventory.
. Add predictability to decision making using fixed intervals for making deci-

sions about demand and inventory levels.

. Work with suppliers to ensure product availability including shared forecasts

and access to stock level data.

2.2.2.2 Fashion or Innovative Products

Retailer High-End specializes in selling these products. They are higher margin,
so meeting GMROI objectives requires attention to insure sufficient inventory to
avoid lost sales without overbuying, which results in markdowns, thereby reducing
overall margins. Fashion/innovative products have one or more of the following
characteristics:

Are sold in limited time windows—seasonal, new product introductions with
limited life cycles—or are tied to promotional events

Are harder to forecast accurately due to limited selling histories, placing a
premium on supply chain flexibility capable of responding to fluctuating
demand

Have higher profit margins and may be in the market introduction or growth
phases of the product life cycle

May be recurring new models or upgrade products with a common distribu-
tion channel, such as music, movies, software, electronic gadgets, or new
food items on the menu

May have multiple paths to end users and customers
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2.2.2.3 Merchandise Budget: An Example

The merchandise budget, such as that shown in Table 2.4, plans the movement of
merchandise. The table presents an example of a seasonal fashion category product to
be sold in a 4-month period, or window. In Table 2.4, inputs from the planner are in
bold with shaded cells on the spreadsheet format. Initial data include the following:

1. Beginning end-of-month (EOM) inventory shown on line 8 in the initial
stock column ($70,000). This is a planned initial purchase from the OEM
manufacturer or distributor.

2. Planning assumptions. These assumptions in the right-hand column include
forecast sales (line 2) of $250,000; monthly reductions for samples, pro-
motions, shrinkage, and employee discounts (line 4) of $25,000, or 10%
of sales; and desired average beginning-of-the-month (BOM) stock-to-sales
ratio (line 6). Setting the stock-to-sales target ratio considers objectives for
GMROL

3. Monthly distributions for sales and reductions in percentages (lines 1 and 3).
The planner will estimate forecast sales distribution in line 1 based on the
timing of promotions for the product, seasonality factors if any, and the
rate of market acceptance. The approach to reduction estimates on line 3 is
similar.

4. Desired End of Month (EOM) inventory at the end of the promotion in
month 4. This is $0 in the example, a seasonal category with few sales
expected after the end of the 4-month selling period.

From these inputs, the spreadsheet calculates expected inventory, needed
replenishments, and the actual average BOM stock-to-sales ratio. Alchough the
average stock-to-sales ratio needs to be 2.0 to meet the GMROI objective, this plan
shows extra stock for the first 2 months of the sales period. The planner makes this
decision to have a stock-to-sales ratio of 2.5. The example shows that the actual
ratio for the 4 months matches that allowed by the budget (2.0).

The calculation for additions to stock (line 9) establishes an EOM inventory
(line 8) sufficient as a beginning of month (BOM) inventory (line 7) for the next
month. An understanding of this procedure enables suppliers to collaborate with
the retailer on initial inventory and the replenishment schedule.

2.2.2.4 Merchandise Budget Follow-Up

Several ongoing activities unfold as the merchandise budget plan goes into effect
and the marketplace responds to the products.? These include the open-to-buy sys-
tem, allocation of stock to stores, analyzing merchandise performance, sell-through
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analysis, and supplier evaluation. Open-to-buy systems continuously assess needs to
reach the EOM stock levels planned in the budget and serve as a monthly “check-
book” for the buyer. This activity tracks goods on order and decides what should be
purchased to achieve the stock levels required to meet objectives.

Store analysis tracks how specific items are doing at various locations. It also
reallocates stock to stores in the case of supply chain problems. The sell-through
analysis looks at specific merchandise SKUs to tune the plan to add or reduce
specific SKU items and to make price changes as needed. The analysis can lead to
markdowns of slow-moving SKUs before the end of the selling period.

2.3 Online Retailers’ Inventories

The most important change in the retail industry in the last 10 years is the growth
in importance of the online store. This has had significant impacts on inventory
procurement methods. Brick-and-mortar stores quickly became aware that online
shopping was becoming a necessity to compete successfully in today’s marketplace.
Consumers expect to be able to shop when and where they please, so a store’s mer-
chandise must be available at all times, if not in the store, then on mobile platforms
and computers.

Nordstrom was an early entrant into online retailing, driven primarily by
the advantages it provides in shoe retailing, the historic founding block of the
company’s business. For each store, Nordstrom had to carry any particular style
in a range of sizes, with varying widths in a selection of different colors. Thus,
to have one pair of shoes available in three colors might require 12 sizes in
4 widths, or 144 different pairs of shoe (SKUs). In popular sizes, the stores
would carry at least three or four pairs, requiring a huge inventory. Such inven-
tories had to be maintained in each Nordstrom store for each style sold, resulting
in cash-consuming inventories or the failure to service the needs of some of their
customers.

Imagine being able to consolidate some of that inventory in a central location!
Nordstrom took the most unusual sizes out of the stores entirely and maintains
them in a central location from which online customers can order their size, or the
Nordstrom brick-and-mortar stores could have them sent upon customer request.
This also allowed for smaller in-store inventories.

Another early online shoe store success is onlineshoes.com, founded in 1996.
Today, the company offers over 300 different brands of high-quality footwear in
multiple sizes and colors and provides free shipping and exchanges, a 365-day return
policy, extensive customer service, and a 110% price guarantee in over 100 countries.
Without the online platform, such extensive selection and market coverage would
not be possible.

Zappos took the strategy one step farther and provided very rapid delivery of
ordered shoes with quick and easy returns. Consumers responded with enthusiasm
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but often order one style in several sizes to assure that they receive the proper size.
They then return those that don’t fit, complicating Zappos financial picture. But
Amazon has since acquired Zappos and is applying some of the new company’s
operating principles to other products.

Today’s online marketplace is complex and multilayered. Amazon, the reign-
ing king of e-retail, was founded in 1994 and went live as a functioning web-based
retailer in 1995. Founder Jeff Bezos selected an introductory merchandise category
with little variation and social risk but with wide appeal to sell first—books. From
that simple base, Amazon today, after more than 20 years in business, sells many
categories of goods.

The expansion into so many areas has been made possible by drop-shipping
merchandise. Although Amazon does maintain very large and complex inventories,
a larger percentage of sales comes from drop shipments. Amazon takes an order and
has the merchandise shipped directly from the manufacturer of the product who, in
addition to merchandise cost, charges a fee such as $5 for performing this service.
Thus, Amazon has no inventory to maintain of these products. When Amazon does
maintain an inventory, their ordering procedures would be modified versions of
those discussed earlier in the chapter. In addition, the company’s practice of using
associated companies has resulted in a vastly expanded product offering.

Drop shipping has become the norm for most online retailers. Costco, Wayfair,
and many others have integrated the practice into their strategies. In the extreme,
some companies simply take suppliers’ entire catalogs and integrate the products
into their online offerings, thereby providing a very wide variety of products with-
out the normal vast investment inventory. For example, Wayfair incorporates
several rug manufacturers’ catalogs into their web offerings and simply forwards
orders as received to the manufacturer for drop shipping. Thus, they are able to
offer a far greater selection of products than most brick-and-mortar retailers can
physically hold.

There are some important requirements for a company to successfully use drop
shipping. The online retailer must provide some sort of value added, either by provid-
ing expertise in a niche or by providing customer service of unusual quality for that
niche or providing helpful content, tutorials, etc. Costco, for example, maintains
its ability to offer very attractive pricing, even when using drop shipping, through
advantageous procurement contracts with the drop-shipping manufacturer.

2.4 Summary

Understanding what makes a retailer financially successful is important to all retail
supply chain participants. Retailers will be motivated by cooperative efforts to
improve GMROI suppliers who can help that effort will be appreciated. Suppliers
can do much to improve supply chain links to ensure reliable, rapid replenishment
of the retailer.
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Chapter 3

Types of Retail Supply
Chain Businesses

This chapter, which provides data related to the U.S. retail supply chains, describes
higher-level government sector classifications and includes data from five company
financial reports. The companies are

Wal-Mart Stores, Inc.

Costco Wholesale Corporation
Gap Incorporated

West Marine, Inc.

McKesson Corporation

Current data reported in recent annual reports are compared with similar data
from the first edition published in 2008.

Every 5 years, the U.S. Census Bureau documents all industries, including the
retail trades' sector, in detail. The report is called the North American Industry
Classification System (NAICS, pronounced “nakes”). Data in the bureau’s Economy
Wide Statistics Brief document the U.S. retail industry’s size and structure. Retailing
supply chain sectors link with sister sectors as shown in Figure 3.1.

Information in this chapter is useful to those in other countries for two major reasons.
First, many countries export to the United States, and knowledge of the landscape is
important. Second, other markets, even though smaller, could mirror U.S. supply chains
as they develop. Copying good features and avoiding bad ones may have value to many.

An article in the Wall Street Journal profiled the potential for growth of what it
referred to as “organized retailing.” This is measured by chain store penetration.
The article quotes a study by the firm Technopak Advisors, an Indian consumer

35
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Key

Sectors
# firms (1.9 million)
# establishments (2.7 million)
Annual payroll for all sectors (1.7 trillion)
Ave. pay per employee ($40,737)

Tmports feeseeenseenasenrrrre ey
v :
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— 1,063,842
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31-33 Manufacturing 42 Wholesale trade
256,363 315,031
297,221 ﬁ 420,501 72 Accommodation and
$599 billion $370 billion food services
$53,481 $64,071 — 495,347
662,575
$204 billion
$16,985
> > Nonretail customers

Figure 3.1 Principal U.S. supply chain sectors. (From Caruso, Anthony, Statistics
of U.S. Businesses; Employment and Payroll Summary: 2012, U.S. Department of
Commerce, released February 2015.)

product consultancy. The study describes the different levels of organized retailing
penetration in different countries—for example, there is 3% in India and 20% in
China compared to 85% in the United States.

Lower levels of chain penetration, as in India and China, hold promise for
growth unavailable in mature economies. In the United States, the business press
frequently reports examples of this movement. For example, at the time of this
writing, Apple’s CEO Tim Cook is in India seeking opportunities for expansion.

The last chapter section summarizes a Wall Street Journal article that addresses
the need for revitalizing U.S. manufacturing and manufacturing’s related supply
chain sectors like transportation, warchousing, and retail trade.?

3.1 Supply Chain Component Data

The statistics derived from the 2012 NAICS survey reveal the relative size of the
sectors that comprise the retail supply chain. Figure 3.1 is a top-down flowchart
showing participating sectors in the retail supply chain.
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In NAICS data, the first two digits define broad sectors similar to those shown
in Figure 3.1. Subsequent three-, four-, five-, and six-digit classifications provide
data at lower subsector levels. The top view includes the following supply chain sec-
tors with their two-digit NAICS codes:

Manufacturing (31-33)

Wholesale trade (42)

Retail trade (44—45)

Transportation and warehousing (48—49)
Accommodation and food services (72)

These sectors represent 33% of U.S. businesses, 36% of the establishments (stores
and other outlets), 40% of employment, and 32% of annual payroll. But the retail
supply chain is “more than stores.” Manufacturing, transportation and ware-
housing, and wholesale trade bring total U.S. supply chain employment to about
15 million.

Figure 3.1 shows that the retail industry involves large numbers of participants.
There are about 1.9 million enterprises, defined as “a business organization consist-
ing of one or more domestic establishments under common ownership or control.”
These enterprises maintain about 2.7 million establishments, These are defined as “a
single physical location where business is conducted or where services or industrial
operations are performed.”

The profile illustrates the “many-to-many” situation in retail supply chains. The
approximately 700,000 manufacturers and distributors in the wholesale trade sec-
tor provide goods for sale to the estimated 2.7 million retail establishments. Average
payroll at an establishment in these sectors is about $600,000. Independent or
captive intermediary distribution warehouses and other service providers, about
200,000 in the transportation and warehousing sector, provide logistics services.
This is the glue that connects the pieces. In fact, financial analysts track transporta-
tion and warehousing sector companies to gauge the future of the U.S. economy to
make investing decisions.

Much of what is ultimately sold at retail consists of imports of final products
and raw materials. This is shown as inputs into the supply chain. Within the box
for each sector are statistics that include the following:

B The number of firms and establishments or locations
B The annual payroll for each sector in billions of dollars
B Sector annual payroll

B Average annual pay per employee in the sector
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3.2 Retail Supply Chains in the United States

The retail trade categories shown in Figure 3.1 include 12 retailer three-digit sub-
sectors from 441 through 454. Table 3.1 lists these subsectors along with brief
descriptions. These classifications are broken down further with four- and five-digit
categories. For example, the first category (441) breaks down as follows:

441. Motor vehicles and parts
4411. Automobile dealers
44111. New car dealers
44112. Used car dealers
4412. Other motor vehicle dealers
44121. Recreational vehicle dealers
44122. Motorcycle, boat, and other vehicle dealers
4413. Automotive parts, accessories, and tire stores
44131. Automotive parts and accessories stores

44132. Tire dealers

Table 3.2 profiles the 12 retail trade subsectors with data like those in Figure 3.1. All
subsectors but the last are fixed point-of-sales locations. The last (454) is the nonstore
category. Note that most of the descriptions in Table 3.1 list needs for equipment,
advice, displays, repair facilities, and other expertise to facilitate customer purchases.
These are examples of extended products as defined in Chapter 1. Retailers’ markets are
not only limited to consumer sales but also serve business and institutional customers.

Table 3.2 shows retail trade sector employment by three-digit sector. The indus-
try had $377 billion in sales. There are about 15 million paid employees, and aver-
age annual earnings are about $25,000. The table compares current (2012) with
first-edition figures. Some sectors have grown; others have retreated.

3.3 Selected Supply Chain Company Returns

Table 3.3 displays data from five companies that were profiled in the first edition.
Table 3.3 data come from recent annual reports available at the time of writing;
figures from the first edition are included for comparison so that the reader can
assess each company’s business success or the lack thereof in recent years. The com-
panies’ figures illustrate the diversity that exists in various retail sectors in terms of
financial success factors. Understanding the differences is important for upstream
and downstream collaboration to improve supply chain processes.

Table 3.3 also calculates gross margin return on investment (GMROI) in col-
umn G. and the cash-to-cash cycle (column H). Chapter 2 describes how to cal-
culate these parameters. The calculations use end-of-period inventory (column E)
rather than average inventory prescribed in some definitions of GMROL
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Table 3.1 Definition of NAICS Categories
Descriptions of
Code | Product Category Description
441 Motor vehicles Retail motor vehicles and parts from fixed

and parts

point-of-sale locations. Typically operate from
showrooms or open lots.

442 Furniture and Sellers of new furniture and home furnishings
home furnishing from stores. Usually operate showrooms and
stores have substantial areas for presentation of

products. Many offer interior decorating.

443 Electronics and Electronics and appliances from point-of-sale
appliance stores locations. Use floor displays to demonstrate

products. Staff is knowledgeable in features
and warranties and may include trained repair
persons.

444 Building material New building material and garden equipment
and garden and supplies from fixed locations. Display
equipment and equipment designed to handle lumber and
supplies related products and garden equipment and

supplies. Staff knowledgeable in use of
products for construction, repair, and
maintenance of the home and associated
grounds.

445 Food and beverage | Sell retail food and beverages from stores. Have
stores equipment (e.g., freezers, refrigerated display

cases, refrigerators) for displaying food and
beverages. Staff trained in the processing of
food products to guarantee the proper storage
and sanitary conditions.

446 Health and Retail health and personal care merchandise
personal care from stores. Staff may include pharmacists,
stores opticians, and other professionals advising

customers, or fitting the product sold to the
customer’s needs.

447 Gasoline stations Retail automotive fuels (e.g., gasoline, diesel

fuel, and gasohol) and automotive oils with or
without convenience stores. Have specialized
equipment for the storage and dispensing of
automotive fuels.

(Continued)
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Table 3.1 (Continued) Definition of NAICS Categories

Descriptions of

Code | Product Category Description
448 Clothing and New clothing and accessories. Establishments
clothing have display equipment and staff

accessories stores | knowledgeable in fashion trends and the
proper match of styles, colors, and
combinations of clothing and accessories.

451 Sporting goods, Provide expertise on use of sporting equipment
hobby, book, and or other leisure activities, such as needlework
music stores and musical instruments. Bookstores also

included.

452 General Unique establishments in that they have the
merchandise equipment and staff capable of retailing a
stores variety of goods. Include varied display

equipment and staff trained to provide
information.

453 Miscellaneous Retail merchandise from stores that are
store retailers different from those of other sectors. Many are

unique. Examples include florists, used
merchandise stores, pet and pet supply stores,
and others.

454 Nonstore retailers | Nonstore examples that include broadcasting
of infomercials, the broadcasting and
publishing of direct-response advertising, the
publishing of paper and electronic catalogs,
door-to-door solicitation, in-home
demonstration, selling from portable stalls,
and distribution through vending machines.

Establishments include mail-order houses,
vending machine operators, home delivery
sales, door-to-door sales, party plan sales,
electronic shopping, and sales through
portable stalls (e.g., street vendors, except
food). Also includes direct sale of products,
such as home heating oil dealers and
newspaper delivery.

Source: North American Industry Classification System (NAICS).
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Table 3.2 Retail Supply Chain Management Category Volumes

The Top Numbers are for 2007 and Appeared in the First Edition Published
in 2008. The Lower Numbers are 2012 Data.

A B C D E
Annual Payroll Annual
NAICS (millions of Paid Payroll per
Code Products dollars) Employees Employee ($)
441 Motor vehicles/ 64,549 1,845,496 34,977
parts 71,632 1,718,800 41,675
442 Furniture and 12,843 535,029 24,004
home furnishings 11,695 422,595 27,674
443 Electronics and 9,330 391,015 23,861
appliances 10,495 428,298 24,503
444 Building material/ 30,067 1,160,016 25,919
garden 35,202 1,170,402 30,077
equipment
445 Food and 48,686 2,838,653 17,151
beverage 60,873 2,872,426 21,192
446 Health and 20,226 1,024,429 19,744
personal care 32,570 1,010,173 32,242
447 Gasoline stations 13,701 926,792 14,783
15,903 862,630 18,435
448 Clothing and 21,391 1,426,573 14,995
accessories 28,267 1,630,575 17,336
451 Sporting goods, 8,703 611,144 14,241
hobby, books, 9,132 511,983 17,837
and music
452 General 42,647 2,524,729 16,892
merchandise 60,091 2,871,931 20,924
453 Miscellaneous 12,835 792,361 16,198
retailers 14,502 712,624 20,350
454 Nonstore 17,094 571,438 29,914
retailers 26,676 595,521 44,795
Total/average: $302,072 14,647,675 $20,623
$377,038 14,807,958 $25,486
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Manufacturers, distributors, and retailers should assess products, categories,
markets, and other companies using measures like these. Achieving excellence in
the metrics requires savvy merchandise selection, targeting attractive customers,
logistics skills, and collaboration with upstream and downstream trading partners.

Wal-Mart Stores, Inc., is the world’s largest retail company measured by sales and
operates over 6000 locations.* Its strategy has centered on offering value-for-price
to its customers. The 2017 report to shareholders recognized the major challenge to
retailing as transformative change made possible by rapidly emerging technology.
For its success, the company points to rapidly evoloving omnichannel customer set-
vice, supplier financing, buying direct from manufacturers, and limiting the number
of product stock-keeping units (SKUs) carried. The negative cash-to-cash cycles for
Costco signal that customer payments are in advance of supplier payments.

Gap is a clothing retailer with over 3000 stores. Its branded chains include Gap;
Banana Republic; Old Navy; Athleta; Intermix; and Gap, Inc., Direct. The last (Direct)
operates the websites for the brands, an example of an omnichannel retailing. Gap
enjoys the highest gross margins in this selection as it did in the first edition. The Gap
CEO has congratulated the 140,000 employees for this and points out challenges in the
areas of global growth, product, customer experience, and employee talent.

West Marine, with 260 stores at the time of writing, focuses on the recreational
boating industry. It has the lowest sales-to-stock ratio in the group, reflecting the
high price tags for its products. The firm, in its recent financial disclosure, notes the
background and success of its CEO. The executive, Matthew Hyde, was recruited
from recreational retailer REI, where he implemented the company’s award-
winning omnichannel strategy.

McKesson, a pharmaceutical distributor and healthcare information technology
company, here illustrates the role of the distributor. This company uses GMROI to
measure product performance; it has the lowest gross margin (column D). It also
carries 30 days of inventory, resulting in the lowest GMROI in the group. However,
distributors succeed on volume, and McKesson is one of the largest. Its use of sup-
plier credit produces a short cash-to-cash cycle of 10 days.

Dick’s Sporting Goods is a Pittsburgh-based retailer in the United States; its
store count has increased from 300 to over 600 since the first edition. The company,
on its website, claims to be “largest full-line U.S. retailer in the sporting goods
industry.” The company claims a market share of 10% of a $67 billion market.

Dick’s Sporting Goods” mission is as follows:

1o be recognized by our customers as the #1 sports and fitness specialty
omnichannel retailer that serves and inspires athletes and outdoor enthu-
siasts to achieve their personal best through the relentless improvement of
everything we do.

*In 2015, Amazon surpassed Wal-Mart as number one in market capitalization, but Wal-Mart
remains sales leader.
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The CEO since 1984, Edward Stack, has predicted more consolidation in sport-
ing goods retailing, where the top five companies control only 16% of the market.
Very recently, Dick’s Sporting Goods acquired the brand name and intellectual
property of bankrupt Sports Authority. All communications to Sports Authority
are now directed to the Dick’s website, increasing its significance and potential
market share in that industry. The results of this merger are not yet visible.

3.4 Revitalizing U.S. Manufacturing

As cited at the beginning of this chapter, a Wall Street Journal article has provided
a strategy for revitalizing U.S. manufacturing. The article acknowledges that revi-
talizing manufacturing will lift other industries and include the sectors shown in
Figure 3.1. The author notes the 5.7 million decline in U.S. manufacturing jobs
between 2000 and 2010. Acknowledging the challenge, he lists ideas “for getting
U.S. manufacturing back on track.” He cites experts* who have shown that lifting
manufacturing boosts other sectors. So the strategies for manufacturing companies
profiled in Table 3.4 would lift many boats along the supply chain.

Whether these strategies have political and financial support is uncertain. Some
may find early acceptance; others may never be enacted. Also, many require time
to put into place. However, readers will benefit from knowledge of these options
that might be proposed and debated. Recently, U.S. President Donald Trump has
pledged political support to U.S. companies that keep their production facilities in
the United States.

3.5 Summary

An important lesson is that there are virtually infinite options for participat-
ing in retail supply chains. This chapter captures the breadth and depth of that
participation.

* Sources include Daniel J. Meckstroth, MAPI Foundation, and the U.S. Bureau of Economic
Analysis.
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Table 3.4 Strategies for Revitalizing U.S. Manufacturing

Make exports more valuable by providing certificates to exporters

1. that importers must buy
2. Impose value-added taxes on imports that are waived for exports
3. Deal with overvalued currency by imposing market access charges

on investments in the United States

4. Examine the real cost of offshoring and make companies aware of
hidden cost factors

5. Purge duplicate regulations to reduce the cost of not complying with
no-longer-needed regulations

6. Encourage trade jobs by promoting modern complementary labor-
saving technologies

7. Enlist community colleges in providing workers in the skilled trades

8. Boost government-funded research and development (R & D)
financing to improve process technology

9. Create centers of excellence for developing and performing basic
manufacturing processes
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Chapter 4

A Changing World:
Moving toward
Comparative Advantage

Few supply chain topics resonate more than the effects of globalization. Chapter 3
reported the lack of organized retailing penetration in large countries such as India
and China. These countries are fertile grounds for retail chains seeking growth,
and many Western companies like Microsoft are moving to expand to these areas.
At the other end of the supply chain, original equipment manufacturers (OEMs)
and their suppliers in emerging economies manufacture many products. Chapter 3
listed nine proposals for retaining U.S. production. Several call for strengthening
U.S. capabilities; others are openly protectionist.

Supply chains that stretch across national borders bring political debates over
whether such changes are good or bad. In rich countries, globalization means
lower-cost imported goods. Consumers in these countries appreciate a good deal,
and the developing country has ample capacity to produce to demand. On the
darker side, changes in sources displace domestic producers and cost many employ-
ees their jobs.

For the low-cost countries, exports bring the promise of jobs and middle-class
prosperity for its citizens. C. K. Prahalad, a business professor at the University of
Michigan, suggests a “different set of lenses,” referring to globalization as “import-
ing competitiveness.”! In this view, working across national boundaries spurs
changes all along the supply chain to remain competitive.

A global supply chain as defined in this book simply means a supply chain
that crosses international boundaries. Figure 1.1 in Chapter 1 shows physical and
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information flows in a typical supply chain. The OEM in Figure 1.1 imports com-
ponents from international second-tier suppliers and sells its product into national
and international markets.

Although the picture of low-cost countries as suppliers is a common one, retail-
ers are also eyeing these emerging markets, with their growing working classes,
as opportunities for new sales growth. Products in the supply chain might even
take a U-turn from factory to retailer to consumer, all in the same country. Press
anecdotes have identified China as a target domestic market and as an outlet for
Chinese manufacturers.

Current retail figures in China support the growing importance of that coun-
try as a market for consumer goods. Since the beginning of 2016, retail sales in
China have grown 10.2% over last year, and online sales have risen 27.7% in that
same time period. China is converting to a consumer society from an export-driven
nation.?

However, this process is not automatic and depends upon political and eco-
nomic conditions in these countries. In instances in which the retailer is based in
the developed world, developing countries provide the “brawn” to make the prod-
uct, and the retailer, the “brains” to design, brand, source, and merchandise it. As
each side of this balance between brain and brawn adding value seeks to broaden
its contribution, the equilibrium point is sure to shift industry by industry, chal-
lenging supply chains to adjust.

Thomas Friedman, in his widely read best seller, 7he World Is Flat, asserts that
the availability of jobs in emerging countries is not enough to bring third-world
countries strongly into the world economy. He goes on to say:

Countries grow out of poverty ... when they also create an environ-
ment that makes it easy for their people to start businesses, raise capital,
and become entrepreneurs and when they subject their people to at
least some competition from beyond—because companies and coun-
tries with competitors innovate more and faster.?

Another Friedman, Milton, identified his favorite work on the topic,* “Protection
or Free Trade” by American economist Henry George (1839-1897). George pointed
out that trade is not compulsory but requires the mutual consent of the trading part-
ners. Nation A sells to nation B only if nation B has the money to buy nation A’s
outputs. How does nation B get those funds? By selling its outputs to nation A and
others. Nation A tariffs blocking nation B imports result from political favors dis-
pensed by nation A favor seekers. Such political favors “will inevitably go not to the
deserving but to the strong and unscrupulous.”

The remainder of this chapter summarizes the concept of comparative
advantage—a driver behind globalization—and describes the CAGE framework
for decision making, sourcing, and marketing in other countries. This framework
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calls for assessing distance between trading partners along four dimensions: cul-
tural, administrative, geographic, and economic.

4.1 Primer on Comparative Advantage

Adam Smith’s Wealth of Nations, published in 1776, described the economics for
trading across national boundaries. Smith urged any country to trade for, racher
than make, goods that other countries can make more cheaply than that country
could. These lower-cost countries would have an absolute advantage because they
are more efficient at making those goods. Trading between countries with absolute
advantages in certain products rewards both trading partners because each country
sells to its trading partner the products it makes more efficiently.

Smith likened this concept to a “private family” situation. For example, in a
doctor’s household, the practice of medicine would be the “product” it produces
most efficiently. Under absolute advantage, the doctor’