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Building the supply chain of the future

Source: Yogesh Malik, Alex Niemeyer,, and Brian Rumadi, Building the supply chain of the future. McKinsey Quarterly, January 2011



Context — What's happening out there?

Many Supply Chains are not equipped for the future

Supply Chains were engineered to manage stable, high volume production
capitalising on low labour cost locations e.g. China

What does the future hold?

* Relative attractiveness of low cost manufacturing locations changes
 Ability to produce large volumes economically in market

 Rising wealth in developing world creating new market opportunities

* Increase in credible suppliers in developing world will have implications
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Context — What's happening out there?

Supply Chain strategies are at risk of making key decisions that become
uneconomical as a result of forces beyond your control

Splintering traditional supply chains into smaller “nimbler” ones better
prepared to manage higher levels of complexity

Treating supply chains as “hedges against uncertainty” by reconfiguring
their manufacturing footprints to weather a range of potential outcomes
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What are the Challenges?

Increasing Uncertainty Rising Complexity

* Currency Value fluctuations * Customers have increasingly diverse

* Global Economy shifts requirements

* SKU proliferation is rampant across all sectors

* Increased importance of emerging markets !
P ging (see slide at end)

* Economic Growth boosting energy costs _ - -
* Proliferation is a factor for mature product

* Growth rates in emerging markets resulting in categories also

labour cost increases

: : * Rose more than 25% between 2004 and 2006
* Environmental concerns and regulation

* Globalisation and rising incomes in
. _ : developing countries makes then desirable
Will impact the relative attractiveness of markets and drives complexity

manufacturing locations



Meeting the Challenges

“The competitor that is the best at managing the Supply Chain is probably
going to be the best competitor over time. It’s a condition of success.”

Jim Owens, former chairman an CEO of construction equipment maker Caterpillar.

Idea that you can optimize your supply chain once - and for all
circumstances and customers

- IS A FANTASY



Meeting the Challenges

Forward thinking companies are using 2 approaches:

Splintering traditional monolithic supply chains into smaller more flexible
ones

» Rely on same assets and network resources
» Use information differently, embrace complexity while servicing customers better
» Link demand to manufacturing cycle

Treat supply chains as dynamic hedges against uncertainty

» Examine broader supply networks reviewing economic conditions 5 or 10 years ahead
» Building diverse and more resilient supply chain assets that are better sited to thrive in a more

uncertain world
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Meeting the Challenges

Forward thinking companies are using 2 approaches:

1. Splintering traditional monolithic supply chains into
smaller more flexible ones

2. Treat supply chains as dynamic hedges against uncertainty
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Splintering Supply Chains — Case Study

Can help tame complexity, save money and serve customers better

Case Study — US based consumer durables manufacturer

» Lions share of production in China/Smaller presence in North America
» All plants relying on single unified production planning process

» All plants manufacturing full range of products and components

Other Factors at play

» Increasingly volatile patterns of Customer demand
» Product proliferation with 100’s of new SKU’s

» Forecast and service-related issues were dissatisfying key Customers
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Splintering Supply Chains — Case Study

Can help tame complexity, save money and serve customers better

Company examined its portfolio of products and components along 2
dimensions

» Volatility of Demand for each SKU

» Manufacturing volume of SKU’s per week

Combining the output into a Matrix the company began to rethink its Supply Chain
Configuration
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Splintering Supply Chains — Case Study

4 Clear Categories in the Matrix

What did they find?

Category

Volume

Demand
Volatility

% of SKU'’s

% of Profit




Splintering Supply Chains — Case Study

Company Split its Supply Chain into 4 distinct splinters based on categories

Category 1:
» < 10% of SKU’s / 55% of profit (majority of revenue)
» Low Demand Volatility

Sourcing Decision:

» Keep sourcing and producing in China

» Most advantageous solution from a customer service and cost position
» Large volume production on basis of long runs

» Stable Demand / Good Forecasting processes



Splintering Supply Chains — Case Study

Company Split its Supply Chain into 4 distinct splinters based on categories

Category 2, 3 and 4:

Category Volume Demand % of SKU's % of Profit
Volatility

Sourcing Decision:
» Divide sourcing and production between US and Mexican plants



Splintering Supply Chains — Case Study

Why divide sourcing and production between US and Mexican plants?

Increasing production in a higher cost location made sense because
» Quicker route to market

» Minimise lost sales / ability to react to demand volatility
» Ability to keep minimal inventories for low volumes SKU’s

» Some SKU’s required more specialised manufacturing processes

» Gave company opportunity to differentiate as a specialist manufacturer in a crowded
market place
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Splintering Supply Chains — Case Study

Category 2, 3 and 4: What other changes did the company need to make?
Significant changes made to its information and planning processes

For the SKU’s with greatest Demand Volatility

» Stopped forecasting demand and stopped holding stock

» Reverted to Make to Order Supply Model

For the SKU’s with low production runs and Stable Demand
» Reverted to a more simplified forecasting process



Splintering Supply Chains — Case Study

Overall Impact and Results

» Reduced Sourcing and Manufacturing Complexity
» Reduced Cost of Goods Sold by 15%

» Shortened lead time from 10 to 3 days on average
» Improved Customer Service Levels

» Improved final product Quality



Splintering Supply Chains — How to start?

How many Splinters?

1. Review current supply chain assets used to manufacture and distribute products

Document the strategic aspirations the business has for these products and their
customers

3. Identify which products the business sees as leaders on cost, service, innovation or a
combination of same

4. Review the operational trade offs in the choices in 3. and make network decisions
based on same



Splintering Supply Chains — How to start?

A good start would be:

» Analyse the volatility of customer demand against historical production volumes
» Compare the above to the total landed cost for different production locations

This will give a

» Rough indication of Speed V Cost trade offs
» Can suggest locations for supply chain splinters

Must consider Customer needs at all times in this analysis
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Benefits of Splintering Supply Chains

Splintering allows companies to:

» Reduce complexity and manage it better

» Focus operational assets on tasks they are best equipped to handle
» Improves visibility along the splintered supply chains

» Allows more effective deployment of LEAN / Cl tools

» Postponement as an model comes on the table as an opportunity
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Meeting the Challenges

Forward thinking companies are using 2 approaches:

1. Splintering traditional monolithic supply chains into smaller more
flexible ones

2. Treat supply chains as dynamic hedges against
uncertainty
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Supply Chains as dynamic hedges against uncertainty

What if’s:

» China currency appreciates by 20%
» Qil costs rise to €90 a barrel
» Shipping Lanes have 25% excess capacity
o They reduce costs / cut capacity
» Wage costs increase by 30% in some manufacturing locations

Ability of supply chains to withstand a variety of different
scenarios will influence profitability and “viability”
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Supply Chains as dynamic hedges against uncertainty

Goal is to identify a resilient manufacturing and sourcing network

Design manufacturing/supplier networks to minimise total landed cost
under different scenarios

Regularly review cost structure and impact of scenarios over 5 to 10 years
across your network

» Global wage and currency conditions

» Swinging commodity prices

» Logistics costs



Supply Chains as dynamic hedges against uncertainty

Goal is to identify a resilient manufacturing and sourcing network

Making Supply Chain changes requires

» More cooperation and information sharing business units than most companies are
accustomed to

» Senior Leaders to manage this



Strategic Supply Chain Management and Logistics is about proactively
building supply chain capability in advance of the requirement.
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