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About ChainLink Research

ChainLink Research is a bold new supply chain research organization dedicated to helping
executives improve business performance and competitiveness. ChainLink was founded on
the premise that supply chains are market driven and that the management of the links be-
tween the companies has become the key determinant of the winners and losers.
ChainLink’s fresh approach to supply chain research, actionable analysis and high-impact
decision-making workshops helps manufacturers, retailers and technology firms enter new
markets, expand, share and achieve peak performance in their markets.

ChainLink focuses solely on supply chain. Our 3PE methodology encompasses the Policies,
Processes, Performance and Enablers for realizing supply chain excellence. Our world-class
team has created a rich knowledge base of timely, next-generation business innovations,
practices and technologies such as supply chain networks and small/smart/fast technologies.
ChainLink’s customers have achieved dramatic business transformation and results they
could not get from other firms. We customize our research and findings to meet your specific
objectives.

ChainLink Research bridges the gulf between supply chain managers and the CEO’s team.
Emerging and leading supply chain executives have recognized ChainLink as the foremost
supply chain thought leader and action catalyst of the 21st century.

For more information, contact ChainLink Research
Harvard Square Center, 124 Mount Auburn St., Suite 200 N., Cambridge, MA 02138
Tel: (617) 762-4040 ext 484. Email: info@clresearch.com. Website: www.clresearch.com.
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The Fruits of
Collaboration

In the mid-90’s, one grocery
retailer noticed that unpacking
and putting tomatoes on display
was labor intensive and caused
a lot of shrinkage from all that
handling of the delicate fruit.
They worked closely over a
period of months with their pri-
mary supplier to design new
packaging—a single layer,
store-ready box that reduced
labor and shrink.  During that
process, the supplier came up
with several ideas that reduced
the cost of the packaging and
reduced shrinkage in transit
because the tomatoes were
better protected and better ven-
tilated. By involving the sup-
plier rather than simply dictat-
ing, the retailer created a win-
win situation.

How much cost compliance requirements add to suppliers operations is
a matter of debate. Most suppliers estimate these costs significantly
higher than retailers estimate them (see Figure 4).

Estimated Impact of retailers compliance requirements on suppliers

operational costs, excluding impact of deductions
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50% M Rewiler [ Supplier —
40%
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Decrease No Impact <0.5% sales  0.5% - 2% of sales  >2% of sales

Figure 4 —Impact of Compliance on Supplier Operational Costs

This shows that many retailers do not fully appreciate the impact of
their compliance requirements on suppliers operational costs. Retail-
ers who dictate compliance without understanding the effect on suppli-
ers’ operations will increase their total cost in the long run®. Those who
focus on making things more efficient across the whole chain, rather
than simply shifting costs to the vendor will have an advantage.

Dialog with suppliers can create better end-to-end performance (see
sidebar “The Fruits of Collaboration”). Retailers cannot afford to be lax
in defining and enforcing compliance, but compliance requirements
should be defined intelligently, with input from and in collaboration with
key suppliers.

The Suppliers Responsibility

Highly compliant suppliers gain a significant advantage, both by relief
of the huge burden of deductions (which can exceed 5% of suppliers
revenue), and the acceleration of their products to the shelf, while non-
compliant products are set aside, to be manually processed later. This
has knock on benefits of improved demand management due to short-
ening the time from shipment to consumption, making the whole chain

2 As one supplier put it, “Nobody works for free — the retailer may get away with it a
couple times, but eventually they will see the cost coming back to them or else
their best suppliers will leave them.”

5
©ChainLink Research, August 2004 ALL RIGHTS RESERVED



Sample Page

Not everything can be stan-
dardized. Successful retailers
serve different customers seg-
ments and global regions very
differently, with distinct compli-
ance requirements for each
unique environment.

Where and When Do Standards Make Sense

Not everything can be standardized. By their very nature, successful
retailers serve different customers segments very differently using
vastly different displays, store formats, and supply chain techniques—
e.g. warehouse store vs. department store vs. specialty boutique.
Globalization additionally creates unique demands for different regions.
As a result, compliance requirements, such as packaging, labeling,
store-ready formats, load packing, and delivery requirements, often dif-
fer by necessity from channel to channel and region to region.

However, there are still plenty of areas where standardization could be
applied, but unnecessary differences in various retailers’ compliance
requirements add substantial, preventable complexity and effort for
suppliers. In our survey there was consensus on what are the top two
areas requiring more standardization: 1) Electronic Formats for Com-
pliance Documentation and 2) Notification of Changes to Compliance
Manuals (See Figure 6). These will allow suppliers to automatically load
compliance requirements into their own systems and automatically ad-
just their operational systems’ instructions and parameters when com-
pliance requirements change (for everything from carrier selection to
label placement). With this type of “auto-update” functionality, suppli-
ers can adjust their operations much more quickly and accurately, re-
ducing the errors and delays inherent in manual monitoring and de-
ployment of the retailers’ changing compliance requirements. As these
standards mature, expect to see increasing support from software ven-
dors for auto-update functions.

Retailer Standardization Yiews

- I Existing Standards Adequate

[0 There's a Critical Need for More Standardization
I StndardizationNot Important

[ Standandization Not Practical

Electronic ~ Motification  Chargeback  Routing  Barcode labeling Ticketing, ~ Shipping  Floor ready

Format  ofchangesto  Policies Guides oncartonsand packaging, Documentation merchandise
for Compliance  compliance pallets (position,  labeling
Documentation  manual size.etc.)

Figure 6 — Retailers’ Views on Areas in Most Need of Standardization
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Driver

Shrinkage

IP protection
/ anti-
counterfeiting

Merchandis-
ing Effective-
ness

Security /
Customs

Traceability /
Recall

Service

DoD Compli-
ance

Company/Product
Characteristics

Small, high value prod-
ucts (prevent theft)
Perishables (enforce
FIFO)

Easily imitated, high
brand value and/or high
IP value

High ticket, assortment
and merchandising
driven categories

Internationally sourced,
high cost for customs de-
lays

Products with regulatory

requirements for recall

Complex, High Service
Costs

Consumable products
sold to DoD

Examples

CDs, cell phones
Produce, some
pharmaceutical

Running shoes, soft-
ware, DVDs

Electronics

Apparel, Personal
Computers

Pharmaceuticals,
Food, Aerospace,
Automotive

Computers, Tele-
communications
Equipment, Weapons
Systems

Clothing, Food, Am-
munition

Table 1 - RFID Adoption Drivers for Various Types of Products

Retailer Plans for RFID Integration into Enterprise Applications
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Logistics ~ Merchandising  POS systems, POS systems, Replenishment
security &assortment  to augment o provide systems
systems planning barcodes  self-checkout

systems,

tracking

user preferences

Figure 13 - Retailers Plans for Integrating RFID into Enterprise Application
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Total Cost Requirements

Total cost calculation requires a
sophisticated data model and
capabilities for accumulating
the elements of landed cost,
such as:

Ability to efficiently obtain
quotes on raw material—i.e.
cotton or wool—from multiple
vendors around the world
(New Zealand, Australia,
United States, China, etc.)
through a timely RFQ proc-
ess.

Ability to track and accumu-
late various logistics, cus-
toms, and additional process-
ing costs as the materials flow
from the source factory
through each processing facil-
ity to the next until they arrive
in their final packaged state at
the retailer.

Tracking additional costs to
the retailer throughout their
inbound logistics process all
the way to checkout, including
things like return or disposal
of shipping/packaging materi-
als, and carrying costs of the
inventory between receipt and
sale.

Provide sourcing personnel
with a comparative total esti-
mated landed cost for

the "final state" product

from the various vendors so
that an "optimal" buy can be
identified.

Comparison of actual vs. pre-
dicted costs for these ele-
ments to validate the total
cost model

Provide a complete, accurate
view of the item,

from the "final state" back to
the raw material state show-
ing the original vendor and
country of origin, processing
steps, etc.

Destinations for International Shipments

60%

50% M Retailer

40% [ Supplier

30% -

20% - = :
10% u
0% | F] ol |

Direct to Direct to Direct to Direct to To 3PL/
supplier DC  retailer DC store consumer  consolidator

Figure 18 - First Domestic Destination of International Shipments

Destination of International Shipments

Our US-based sample of suppliers said the majority of goods come into
their DC first (Figure 18). The retailers, who source not just from US
based suppliers, but also from foreign suppliers, and directly from con-
tract manufacturers receive the majority of shipments in their DC. Di-
rect-to-store, or direct-to-consumer, is reserved for a select set of items
such as high value, short life products.

Shipping full container loads of product directly to the retailers’ DCs has
some advantages including:

= Reduction in warehouse infrastructure required
= Reduction in labor and handling costs
=  Reduction in pilferage/increased security

In addition to these operational benefits, in many cases manufacturers
provide incentives in the form of discounts for ‘drop shipments’.

Some suppliers want to ship to their own DC for quality control or com-
pliance purposes. This is critical for example in the Produce industry
where a certain portion of the product spoils in transit. The produce
supplier sorts and removes the bad product before sending it on to their
retail customers. In some cases a distributor or 3PL may provide this
type of quality assurance function.

Some companies are trying to solve compliance for goods shipped
from a contract manufacturer by shipping them into their own DC and
handling the labeling and packaging there. However, this is an expen-
sive approach. In the long run, suppliers will do better by building
compliance consistency into their source plants. Overcoming chal-
lenges, such as language barriers and training issues, requires active

22
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This is a highly simplified illustration of an example
of the global virtual factory. It shows that there are

otton

many possible choices for each step in the proc- garm

ess, from raw source materials to the retailer's
shelf. The “supply chain master” (if there is one)
designs the virtual factory, making choices on
where, when and how each of the steps takes
place. More and more there is flexibility in how and
where things are done. An example would be
postponing the dying of cloth or the packaging and
labeling to much later in the chain, to better match
supply with demand.

The supply chain master configures the global
virtual factory to meet their specific goals, such as
minimizing total cost or maximizing flexibility and
agility. Many factors go into these decisions such
as the location and requirements of the end mar-
ket(s) being served, location of raw materials,
duties, tariffs, quotas, regulations, political stability
of regions, labor costs and skills, infrastructure
maturity, transportation times/ costs, perishability
and/or price-erosion of the product, buying power
of various players, etc.

Real supply chains are much more complex than
what is shown here. They will have many more
steps in the process (for example, from cotton to
cloth can involve dozens of steps, instead of the
single step illustrated here). Furthermore, they will
have many more nodes to choose from than what
is illustrated—tens of thousands of mills, factories,
packaging operations and distribution facilities to
choose from, as well as hundreds of thousands of
potential retail outlets to ship to.

Global Virtual Factory Example

=

Cutting/
Sewing

© w 5%

Packaging &  Distribution Retail
Labeling Store

R 5

Mills Ancillary
Components

Source: ChainLink Research

Figure 22 - Global Virtual Factory Example

Once this global factory is instrumented (i.e. visibility and measure-
ments at every step), it can be optimized, for instance by moving as-
sembly or packaging downstream to postpone differentiation, or by
moving compliance applications upstream to reduce cost. The dream
of a global virtual factory is not so far-fetched; a select few global trad-
ing companies like Li & Fung have put into practice components of this
vision for years. Making it a reality requires a deep understanding of
the supply chain and connections in the various regions. It also de-
mand the discipline of performance guarantees baked into the rela-
tionships between the parties in the form of SLAs (Service Level
Agreements), metrics, and monitoring systems at every step. The de-
sire to move closer to the ideal of a global virtual factory is highlighted
in suppliers and retailers choices of the ITL functions that provide the
most value to them (Figure 23).

31
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Private Label Margins Compared with Manufacturer Branded Products
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Figure 25 — Margin Difference Store vs. Manufacturer Brands

Figure 25 shows suppliers’ and retailers’ estimates of how much
higher or lower their margins are for private label products vs. their
margins for branded products. It turns out the question of margins on
private label vs. national brands is not so simple:

= True profit measures need to take into account trade funds and
handling cost. Handling costs can be considerably different between
private label and national brands, even for the same products.

= Price elasticity varies widely between categories and determines
the optimal price gap between manufacturer and private label brands,
thereby impacting also on the margin differential as well.

= Because the price differential between private and national
brands varies so much by category, and each supplier reported the
margin differential for their own categories, their responses were all
over the map (Figure 25).

= |n contrast, retailers (with a much broader base of categories
than individual suppliers) had a much more consistent reporting of
the margin differential.

On average, suppliers reported lower margins for private label prod-
ucts. Retailers reported significantly higher average margins for pri-
vate label. This implies that the shift from manufacturers brands to
private label also results in a transfer of profit from suppliers to retail-
ers.

National Brand Equivalents vs. Distinct Private Brands

For the branded manufacturer, private label is essentially a low-price
competitor who has lower product development and marketing costs.

8 Without activity-based costing, these handling costs cannot be accurately factored
into margin calculations.

35
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Glossary and Acronyms

e 3PL — Third Party Logistics

e COGS - Cost of Goods Sold

e COO - Country Of Origin

e COOL - Country Of Origin Labeling

e DC - Distribution Center

e DoD - Department of Defense

e FDA - Food & Drug Administration

e FIFO —First In, First Out

e |P- Intellectual Property

e IT — Information Technology

e |TL - International Trade Logistics

e ODM - Original Design Manufacturer

e OEM - Original Equipment Manufacturer

e OTC - Over the Counter

e PDAQ packaging — “Pretty Darn Quick”, a form of packaging that has
bottom and top pieces that are disconnected for fast setup and dis-
play purposes.

¢ RFID — Radio Frequency Identification

¢ RFQ - Request for Quote

e SLA - Service Level Agreement

e TMS - Transportation Management System

e VICS — Voluntary Interindustry Commerce Standards

e WIP — Work in Progress

o WMS — Warehouse Management System

41
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