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Abstract

This study aimed to empirically examine the impact of inventory management practice on firms’
competitiveness and organizational performance. Data for the study were collected from 188 micro and small
enterprises (MSEs) operating in manufacturing sub sector and the relationships and hypothesis proposed in the
conceptual framework were tested using Structural Equation Modeling (SEM). The results indicate that higher
levels of inventory management practice can lead to enhanced competitive advantage and improved
organizational performance. Also, competitive advantage can have a direct, positive impact on organizational
performance. Therefore, it is recommended for policy makers, universities, NGOs and any concerned party who
are engaged in supporting of micro and small enterprises need to work in providing the necessary training and
resource to promote the inventory management practice of MSEs which will result in increasing their
competitiveness and organizational performance. That would enhance their contribution to economic
development of the country. Note that, the conclusion obtained from this study may not be used to generalize to
large and medium scale as well as overall sectors since its focus is only from the MSEs manufacturing sub sector
points of view.
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1. Introduction

Micro and Small Enterprises have a strategic importance in developing countries Like Ethiopia; they contribute
to national income, employment, exports, and entrepreneurship development. The development of Micro and
Small Scale Enterprises (MSE) is the central focus of the Ethiopia industrial development strategy as it is stated
in GTP. Therefore, in the development process of any country, the performance of MSEs based on competition,
productivity and efficiency will play a significant role in the economy. It is observed from literature that making
use of formal Inventory Management practices is one of the ways to acquire competitiveness.

According to Stevenson (2010), Inventory Management is defined as a framework employed in firms in
controlling its interest in inventory. It includes the recording and observing of stock level, estimating future
request and settling on when and how to arrange (Adeyemi & Salami, 2010). On the other hand Deveshwar and
Dhawal (2013) proposed that inventory management are methods that companies use to organize, store and
replace inventory, to keep an adequate supply of goods at the same time minimizing cost. A study conducted in
Kenya by Naliaka V.W. & G.S. Namusonge (2015) identified that inventory management affects competitive
advantage of manufacturing firms. According to Li et al., (2006), competitive advantage includes capabilities
that allow an organization to differentiate itself from its competitors and it is an outcome of important
management decisions.

The inventory investment for a small business takes up a big percentage of the total budget, yet inventory
control is one of the most neglected management areas in small firms. Poor inventory management translates
directly into strains on a company’s cash flow.

As to the knowledge of the researchers, in Ethiopia the inventory related aspects of SMEs have not yet
attracted the attention of researchers and policy makers. The SMEs, specially manufacturing enterprises, which
contribute significantly to the economy in several ways, In Ethiopia, MSEs sector is the second largest
employment-generating sector following agriculture (CSA, 2005:34-35). However, the inventory management
aspect of factor that affects the MSEs competitiveness and performance is not attracting the attention of
researchers and policy makers. Taking this gap in to consideration this paper therefore examined the impact of
inventory management practice on MSEs competitiveness and performance by targeting MSEs found in four
selected towns in Arsi Zone, Oromia, Ethiopia. To this end, the following basic research questions are
formulated.

e  What are the Inventory Management practices followed by MSEs in Manufacturing Sub Sector?

e How does the Inventory Management Practiced by MSEs affect their competitiveness and performance?
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e How does the competitive advantage gained through inventory management affect MSEs Performance?

2. Literature Review

An effective and efficient management inventor flow across the value chain is one of the key factors for success
of large and small enterprises. The challenge in managing inventory is to balance the tradeoff between the
supplies of inventory with demand. On the other hand, the company does not want to have too much inventory
staying on hand because of the cost of carrying inventory. Inventory decisions are high risk and high impact for
the supply chain management of an organization (Bowersox, 2002). According to Dimitrios, (2008) inventory
management practices have come to be recognized as a vital problem area needing top priority.

As a rule of thumb in most manufacturing organizations, direct materials represent up to 50% of the total
product cost, as a result of the money entrusted on inventory, thereby affecting the profitability and
competitiveness of the organization. According to Sander, Matthias and Geoff (2010), historically, however
organizations have ignored the potential savings from proper inventory management, treating inventory as a
necessary evil and not as an asset requiring management. As a result, many inventory systems are on the basis of
traditional thumb rules. Inventory management according to Onyango (2013) is a fundamental pillar in an
organization and it should be taken seriously.

The inventory related cost of small and micro enterprises takes the highest percentage of their total budget,
yet but inventory management is one of the most neglected management areas in small firms. Poor inventory
management translates directly into strains on a company’s cash flow.

As to the knowledge of the researcher, in Ethiopia the inventory related aspects of SMEs have not yet
attracted the attention of researchers and policy makers. The SMEs, specially manufacturing enterprises, which
contribute significantly to the economy in several ways, In Ethiopia, MSEs sector is the second largest
employment-generating sector following agriculture (CSA, 2005:34-35). The contribution of micro and small
enterprises is more than double of the manufacturing sector. However, these enterprises are facing both financial
and non-financial problems. Studies by Liedholm, MacPherson and Chuta, 1994, show a large number of small
enterprises fail because of non-financial reasons. Furthermore, study by Tushabonwe Kazooba, (2006) revealed
that poor record keeping and lack of basic business management experience and skills are major contributors to
failure of small business.

Micro and small scale manufacturing industries are in most cases faced with the problems of inadequate
inventory of raw materials and spare parts. These shortages often lead to breaks in production schedule, machine
breakdown and low capacity utilization and thus constituted a barrier to their effective growth. Taking this
scenario in to consideration this paper therefore examined the impact of inventory management practice on
MSEs competitiveness and performance by targeting MSEs found in some selected town in Arsi Zone, Ethiopia.

2.1 Conceptual framework and Hypothesis Development

2.1.1 Inventory management and Competitiveness

A study conducted in Kenya by Naliaka V.W. & G.S. Namusonge (2015) identified that inventory management
affects competitive advantage of manufacturing firms. The study further concludes that the firm is able to
compete based on quality and that it delivers customer orders on time. Competitive advantage indicates
capabilities of a firm to differentiate itself from its competitors and it is an outcome of important management
decisions Li et al., (2006). Effective inventory management provides opportunities to create sustainable
competitive advantage and enhance the competitive position of companies. This indicates reduction in cost of
holding inventory by maintaining enough inventories, in the right place and the right time and cost to make the
right amount of required levels of inventory.

H1: Firms with high levels of Inventory Management Practices will have high levels of competitive advantage
2.1.2 Inventory Management Practices and Organizational Competitiveness

According to Nzuza (2015) the material held by an organization makes up for most of the organization assets.
Most organization invests so much money in materials and it is important for the organization to put in place a
good material management system in order to manage the stock properly. Poor inventory management system
can negatively affect the profitability of an organization. The management has very devastating effects on the
performance of the organization about the material management system put in place to determine the
performance of the said material and the general performance of the organization.

In most cases where inventory management decisions have been effective, inventory planning models have
been developed and implemented focusing especially on the twin problems of inventory size and timing
(Tumuhairwe, 2012). Usually inventory management models are designed to achieve a balance between the
costs of acquiring and holding inventory and in so doing it makes it possible to know whether companies are
earning profits or not. Variability of inventory majorly results due to firms not applying the inventory control
systems in accordance with the baseline principles. According to Ogbo (2011) the information flow between leaf
collection centres and factories is inadequate contributing significantly to high operational costs. Inventory of tea
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leaves is a requirement for the efficient operational performance; hence inventory needs proper control as it is
one of the largest assets of the factory. To excel in competitive environment, companies have to design and
operate materials management and product distribution functions effectively.

Inventory control systems enable a business to determine and maintain an optimum level of investment in
inventory in order to achieve required operational performance. Sila, Ebrahimpour, & Birkholz (2006),
expressed that the inventory management of inventory control is to meet customer demand. Further, Fawcett,
Ogden, Magnan, and Cooper, (2006) argue that to meet customer demand, firms have to ensure that stock-outs
are avoided without incurring high inventory costs. Stocking level variability is caused by factors such as
deficient information sharing and deficient forecasts. He found out that variability of inventory majorly results
due to firms not applying the inventory control systems.

H2: Firms with high levels of Inventory Management Practices will have high levels of organizational
Performance

2.1.3 Competitive Advantage and Organizational Performance

According to Mentzer JT and S, Zacharia ZG (2000), having a competitive advantage generally suggests that an
organization can have one or more of the following capabilities when compared to its competitors: lower prices,
higher quality, higher dependability, and shorter delivery time. These capabilities will, in turn, enhance the
organization’s overall performance. The same author indicates, competitive advantage can lead to high levels of
organizational performance, customer satisfaction and loyalty, and relationship effectiveness. Brands with higher
consumer loyalty face less competitive switching in their target segments thereby increasing sales and
profitability Lin F, et. Al (2002). Therefore, an organization providing better quality products can charge higher
prices and thus increase its profit margin on sales and return on investment. An organization having a short time-
to-market and rapid product innovation can be the first in the market thus enjoying a higher market share and
sales volume. Therefore, a positive relationship between competitive advantage and organizational performance
can be proposed.

H3: Firms with high levels of competitive advantage will have high levels of Organizational Performance

Note that: In this study ABC analysis, vendor management inventory, demand forecasting, economic order
quantity and computerized inventory management practices have been taken as key dimensions to represent the
overall inventory management practice of firms.
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Figure 1 Conceptual Framework of The study
3. Methodology

The target population of this study were Micro and small scale Enterprise engaged in manufacturing sub sector
in Arsi Zone four selected towns. Four towns were selected purposively. Target sample sizes of 200 MSEs in
manufacturing sub-sector were selected using stratified random sampling techniques as respondent for this study.
The strata were manufacturers of metal, wood, handicraft, food processing, construction and local made
electronics products. For this study questionnaire has been designed and distributed to collect information from
selected sample informants (MSE owners). A set of questions on each aspect of the inventory management
practice have been derived from extensive literature review. All questions have been organized by using Likert
scale ranging from 1 to 5 points. The competitiveness and performance of MSEs also addressed through
questionnaire.The questionnaire has been translated in to local language. In order to ensure the reliability of
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instrument, the researchers conducted a pilot test on 20 respondents and results were considered accordingly. A
Cronbach's alpha 0.79 were obtained. A reliability coefficient of 0.70 or higher is considered "acceptable" in
most social science research situations. In order to analyse the data obtained through questionnaire, STATA
version 13 Science software was used for input/output analysis of descriptive and inferential statistics. To test the
hypothesis and examine the relationship between the variables Structural Equation Model was adopted.

4. Results and Discussion of the Structural Equation Model and Hypothesis Testing

Structural equation modelling (SEM) is a collection of statistical models that seeks to explain relationships
among multiple variables. It enables researchers to examine interrelationships among multiple dependent and
independent variables simultaneously (Hair et al., 2006). The reasons for selecting SEM for data analysis were,
firstly; SEM has the ability to test causal relationships between constructs with multiple measurement items
(Hair et al., 2006). Secondly, it offers powerful and rigorous statistical procedures to deal with complex models
(Tabachnick and Fidell, 2001; Hair et al., 2006). In this study the measurement model was evaluated by using
the maximum likelihood (ML) estimation techniques provided STATA Versionl3. Table 1 provides summarized
results of the proposed models goodness of fit (GOF) test.

Table 1 Model Goodness of Fit Test

X’ DF CFI RMSEA TLI
Criteria >=(.9 <=0.05 >=(.9
Obtained - Model 1 4738 41 0.983 0.029 0.977
Mode 2 55.913 42 0.963 0.042 0.952
Model 3 75.34 42 0.912 0.065 0.885
Model 4 56.25 42 0.962 0.042 0.951

*Where:X” =Chi Square DF= Degree of Freedom CFI= Comparative fit index
RMSEA= Root mean squared error of approximation
TLI= Tucker-Lewis Index

As shown it table 1 the overall model has nicely fit with CFI=0.983, TLI= 0.977 and RMSEA= 0.029,
which is excellent. The theoretical framework illustrated in Figure.l in the literature part has three hypothesized
relationships among the variables inventory management practices, competitive advantage, and organizational
performance. Figure 2, displays the path diagram resulting from the structural modelling analysis using STATA.
To determine whether the model in Fig 2 has the best fit, alternative models were evaluated by dropping one of
the links between the constructs at one time as shown from Figure 3— 5.

In Fig. 3, the direct link between inventory management practice and organizational performance was
dropped. The path coefficient between competitive advantage and organizational performance became much
stronger. In Fig. 4, inventory management practice and competitive advantage were treated as independent
constructs; the path coefficients for Inventory Management practice on organizational performance and
competitive advantage on organizational performance are both significant, indicating that inventory management
practice and competitive advantage have independent effects on organizational performance.

In Fig. 5, the link between competitive advantage and organizational performance was removed, the path
coefficient for Inventory Management practice on competitive advantage and Inventory management practice on
organizational performance are both significant, indicating that inventory management practice has direct impact
on both competitive advantage and organizational performance. The fit statistics for the models in Fig.4 is not as
good as the fit statistics for the other three models had almost the same fit indices.

16




Industrial Engineering Letters
ISSN 2224-6096 (Paper) ISSN 2225-0581 (online)

iy
Vol.8, No.1, 2018 ||STE

www.iiste.or

Profitabilityf Cost Output
3 2.8 2.9

Pr|ce Quahty Delivery
3

S - -

Figure 2 Proposed Model 1(M1)

Profitabilit){ | Cost I | Output I
3 2.8 2.9

Figure 3 Proposed Model two (M2)

e e a

Iprofitabilitﬁ I Cost I I Output I
3. 2.9 3

.54 C:1A

_ea -64 22

I Price I Quality I I Dellveryl

S o om

Figure 4 Proposed Model Three (M3)

17



Industrial Engineering Letters www.iiste.org
ISSN 2224-6096 (Paper) ISSN 2225-0581 (online) iy
Vol.8, No.1, 2018 “s E

@ &7 64 35

Profitabilityf Cost Output
3 2.8 2.9

9999

F’rice&4 Quality 3 Delivery3

@ @ @
Figure 5 Proposed Model Four (M4)

Table 2 Result of Proposed Structural Equation Model and Hypothesis Testing

Hypothesis Relationship Total Effect Direct Effect Indirect Effect Decision

IMP--> CA 0.594 0.594 0 (no path) Accepted
HI P-value 0.000 0.000

IMP-> OP 0.665 0.438 0.227 Accepted
H2 P-value 0.000 0.001 0.012

CA--> OP 0.382 0.382 0 (no path) Accepted
H3 P-value 0.009 0.009

As presented in table 2 the results of the proposed structural equation model analysis indicating support for
all the hypotheses. The results support Hypothesis 1, which states that organizations with high levels of
inventory management practice have high levels of competitive advantage. The standardized coefficient is 0.594
which is statistically significant at P <.01(0.000). The statistical significance of Hypothesis 1 confirms that
inventory management practice have a direct positive impact on competitive advantage. The implementation of
inventory management practice may directly improve an organization’s competitiveness in providing better price,
quality and deliver of products to the market. This finding is consistent with a study conducted in Kenya by
Naliaka V.W. & G.S. Namusonge (2015) identified that inventory management affects competitive advantage of
manufacturing firms.

Hypothesis 2 is also supported which indicates that inventory management practice have a direct impact on
organizational performance. The standardized coefficient is 0.438 which is statistically significant at P
<.01(0.001). The implementation of various inventory management practices, such as ABC analysis, Economic
order quantity(EOQ) decision, customer relationship building, vendor management inventory and Just in time
(JIT) techniques, may provide the organization to enhance performance in maintaining or increasing profitability,
output level and cost efficiency.

The findings of this research indicate the presence of an intermediate measure of competitive advantage
between inventory management practices and organizational performance. The finding is consistent with other
similar studies Sila, Ebrahimpour, & Birkholz (2006), Fawcett, Ogden, Magnan, and Cooper, (2006). The
standardized coefficient of the indirect effect of inventory management practice on organizational performance is
0.227, which is significant at .05 levels (0.012). This shows that inventory management practices can have a
direct, positive influence on organizational performance as well as an indirect one through competitive
advantage.

The results also indicate that higher levels of competitive advantage may lead to improved organizational
performance, thus confirming Hypothesis 3. The standardized coefficient is 0.382 which is statistically
significant at P <.01(0.009)). The result is a study conducted by Mentzer JT and S, Zacharia ZG (2000). Based
on the standardized coefficients of the three hypotheses inventory management practice may have a greater
direct impact on competitive advantage which is 0.594 than on organizational performance that of 0. 438. This
could be true since organizational performance is usually influenced by many factors and it is hard to see
whether anyone factor, such as inventory management practices will dominantly determine the overall
performance of an organization.
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The results also show that organizational performance is less influenced by competitive advantage which is
0.382 than by inventory management practice with coefficient of 0.438. This indicates that inventory
management practices, mostly, have been linked directly to organizational performance.

5. Conclusion

This empirical study was conducted on MSEs manufacturing subsector found in Arsi Zone some selected towns,
to investigate the impact of inventory management practice on competitiveness and organizational performance.
This paper provides empirical justification for a framework that identifies five key dimensions of inventory
management practices and describes the relationship among inventory management practices, competitive
advantage, and organizational performance. On the basis of data obtained from respondent study reached on the
following findings:

e All the hypothesis were supported and indicate the significant positive impact of inventory management

practice on competitive advantage organizational performance of MSEs under manufacturing sub sector.

e The findings of this research also indicate the presence of an intermediate measure of competitive

advantage between inventory management practices and organizational performance.

Generally, the finding of this study implies that enhanced competitive advantage and increased
organizational performance could have improved the levels of inventory management practice. The increased
competitiveness of a firm may enable a firm to implement higher level of inventory management practice due to
the need to outperform its competitors constantly and keep its competitive position. On the other hand, enhanced
organizational performance provides a firm increased capital to implement various scientific inventory
management techniques. In this regard, this study brought empirical evidence to support literature regarding the
impact of inventory management practices on organizational competitiveness and performance.

6. Implication for MSE owner and other stakeholders

Based on the finding of this study, it is justified that inventory management practices have a direct positive
impact on the competitive advantage and organizational performance of MSE firms. Therefore owners or
manager of MSE manufacturing firms expected to consider inventor management practice as a one core
enterprise objective in order to excel their competitiveness through providing quality customer service, quality
product, reduction of cost, meet market demand in a flexible manner and also to enhance their overall
organizational performance. In order to benefit once own enterprise; It is also recommended for policy makers,
universities, NGOs who are engaged in supporting of micro and small enterprises need to work in providing the
necessary training and resource to promote the inventory management practice of MSEs which will result in
increasing their competitiveness and organizational performance. That would enhance their contribution to
economic development of the country.

7. Limitation and Recommendation for Future Research

Like any other study, this study has several limitations. Instrument as a questionnaire for the measurement
constructs are not standardized items. However, they are abstained through intensive literature review and
statically validated. Yet, it is recommended for future research to revalidate measurement scales used under this
research with better representative observations.

A single respondent in a firm was asked to respond to overall aspect of inventory management practice. But,
in reality, no person in a firm is in charge of inventory management practice. Future research should seek to
utilize multiple respondents from each participating enterprises to enhance the research findings. In this study
structural equation model were applied with a relatively lower sample size. Hence, future researchers can
consider it with larger sample size for better findings.

Data were also collected from MSEs found in four selected towns in Arsi zone manufacturing sub sector.
Therefore it may not be used to generalize for the whole sectors at zonal or national level. This study is
conducted by taking the context of manufacturers in micro and small enterprises. However, the finding may not
work for medium and large scale manufacturing firms. Therefore, it is recommended for future research to
investigate it in the context of large and medium size manufacturing industry.

Another limitation of this study is the measurement of organizational performance constructs. The study
had to ask respondents to evaluate their performance regarding profitability, levels of output and cost efficiency
subjectively. The subjective evaluation may increase measurement error due to relative low reliability. It’s
recommended for further research to consider it by using objective measures by collecting and analysing
secondary data.
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