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	Q.1. Give short answers for the following questions:


I. What is inventory management? 

Inventory management is a management of inventories such as raw material, work in progress and finished goods by analyzing and deciding what, when and how much to order to balance the inventory levels to fulfill the demands of internal, external customers of a business and also end consumers to avoid shortage costs while keeping the inventory in the lowest possible level to reduce the costs related to inventory such as carrying cost, opportunity costs. It is carried out by proper monitoring; periodic reviews of inventory levels and inventory analysis methods.

II. What is the purpose of keeping stocks in supply chain? 

The main reason of keeping stocks in supply chain is to act against the ambiguity of supply and demand. Buffer stock is mainly maintained to avoid shortages at unexpected times caused by sudden increase in demand for a particular product in the market. Keeping stocks helps avoid shortage expenses such as losing a customer who might go to the competitor to purchase a similar product which finally affect the sales. Delays in deliveries and at emergency situations buffer stocks helps and allows a company for uninterruptable production or a retailer to meet the demand of his customer and retain the customers.

III. What is a reorder cost?

Reorder costs are costs incurred for a buyer while making repeating order in order to fulfill the demand or to replenish the stock which is declining due to sales. This will include all the relevant costs when ordering the goods until receiving the stock from the seller. Telephone charges, communication charges, charges incurred at delivery and receiving, transportation, checking, testing, quality control, mobilization charges all are included in reorder cost.

IV. Define the holding cost.

Holding cost is the cost incurred for carrying an inventory for a particular period of time for storage, taxes, handling, insurance, special treatments and administration. Holding costs include opportunity costs such as the loss of opportunity and return on investment loss due to the money tied up in holding the inventory. Holding costs also involves interests incurred in case if the money is borrowed from external parties and invested on the inventory.

V. What does procurement department do in a supply chain?

· Procurement department buys products or materials for the company from right sources by selecting the best supplier, at the right prices and right quantity by analyzing and comparing prices between the suppliers, negotiating the terms related to specifications and delivery timings, based on business requirement.
· Manage the procurement processes and flow to the product or materials at the right time to maintain the service levels with internal customers and maintain customer satisfaction by meeting the demands in time.
· Identify business opportunities to enhance the operations and meet the customer demands.
· Managing the supply base, evaluate the suppliers and ensures products and services delivered are maintained at specified standards.
· Monitor the suppliers, market trends and critical materials and play the role of an intermediary in between the company and the supplier.

 
Q.2. Discuss the main reasons for keeping the stocks. 

In a supply chain some parts of the business want to increase the inventory while some parts want to decrease the same. Sales department, purchasing department and production department are the departments who expects increased level of inventory from their aspects. Sales department wants to ensure customer’s demands are met in a timely manner to increase the sales and profit. Production department wants to have sufficient inventory without any interruption due to shortages in materials, spare parts and consumables to maintain line efficiency and avoid stoppages and downtimes. Purchasing department may need to purchase materials on large quantities to avail discounts and promotions and to reduce the purchasing cost. 

On the other hand, finance department and inventory controllers tend to keep the inventory on lower levels to avoid increasing inventory costs and to invest the money on other opportunities. Holding inventory means increasing expenses. Inventory what does not move out from the storage adds expenses daily. 


Even though keeping stocks is expensive it is necessary for a business to keep stocks to run the business due to several other reasons.

They are;

1. The ambiguity in supply and demand. The supply and demand is unstable and keeping stocks helps against this ambiguity. For example; a retailer who sells 50 cases of instant coffee powder has a constant demand rate of 50 cases per week always keep some buffer stock at his storage as it will help in case of increase in demand which goes to 60 cases per week. The demand is unstable and can suddenly go up due to several market factors. The retailer uses these extra cases he has in his storage to fight against the ambiguity in the demand for the instant coffee powder.

2. Supply chain disruptions. There may be unexpected delays in deliveries of raw materials or products from the supplier. Buffer stock will be a cushion to avoid efficiency losses or downtimes in production or a retailer or a seller will not have to pay for the shortage cost by losing a customer. For example; a manufacturing facility which keeps buffer stocks while following the reordering levels promptly to ensure supplies are available in time for production will sometimes have to face supply delays from the supplier which can cause production line stoppages or downtimes due to material unavailability if there is no stocks kept in storage. A retailer may loss some customers due to unavailability of a product in the shelf in his store. But he can use the buffer stock to replenish the stock and avoid losing customers.

There can be poor performance of the supplier which can also cause supply chain disruptions, delays in clearing the goods from the customs, delays caused by government regulatory and authorities, materials arrived in bad condition and cannot be used in production or goods arrived in damaged condition and cannot be stored for consumption, materials arrived and waiting for inspections and trials are also reasons to keep stocks.

3. Scarcity of materials. There are some materials or products which are available only in a season. For example some agricultural products, grains are only harvested in a season and not available all through the year. But these products used to manufacture goods or in direct consumption are purchased in bulk to avoid supply disruptions. In this case the keeping stocks help to operate smoothly in seasonal times. Keeping stocks here also helps to purchase materials of scarcity at lower prices in seasons and avoid paying more money during inflations.

4. Price discounts and purchasing costs. This is also one of the reasons to keep stocks. Purchasing department sometimes purchase stocks in bulk to get discounts on price and promotions. When there is a large order the supplier gives promotional offers of reduced prices and discounts on sales. A company can reduce the cost per unit by purchasing in bulk. Also small orders make delays in deliveries. Purchasing in bulk will also help in reducing the transportation cost.

5. Shrinkage and theft. There could be materials damaged while handling and materials can be stolen. Keeping stocks will avoid disruptions in operations due to damages and theft.

6. Finally keeping stocks will help to avoid losing sales, customer satisfaction and loyalty. 


Q.3. Discuss in detail the costs involved in keeping the stocks. 

There are always several costs involved in keeping the stocks. These costs are related to storing and maintaining the inventory over a period of time. Inventory costs are evaluated on a percentage basis of the total inventory value. In general the carrying cost is estimated at 25% of the total inventory value, per year in most of the businesses. 

There are four main categories of costs involved in keeping the stocks.

1. Unit cost.

Unit cost is the cost incurred when purchasing a unit of product from a supplier. This is the price charged by the supplier when purchasing the product. 

All the products have a unit cost which describes the value of the product. Unit cost can be taken from the purchase orders, invoices, bills, etc. 

For example, a company is purchasing some spare parts from a supplier and he sells the spare parts for 2 USD per unit. Here the unit cost for the buyer is 2 USD. The buyer has to pay 2 USD to purchase one unit of a particular product. The unit cost can vary depends on the order. If the buyer places a bulk order the unit price can be reduced. The supplier can give sales discounts and promotions for bulk orders.


2. Reorder cost.

Reorder cost is the cost incurred to a company when placing a repeated order to replenish the stocks to meet the demands of the customers. This order can be an internal order or an order from an external supplier. Reorder costs include charges incurred for clerical costs related to invoice processing, communication and accounting. In bound logistics costs such as unloading and inspection, testing, quality inspections, trials, mobilization charges also come under reorder cost. The reordering cost could be derived by dividing the annual purchase cost by number of orders sent to the suppliers.



Ordering cost incurred every time you place an order and is fixed regardless of the number of units ordered. Some large companies reduce the ordering costs using electronic data interchange. The ordering cost can be reduced by placing big orders rather than several small orders. But in order to keep lower inventory it is advised to follow optimal order quantity to balance the inventory.


For example, a manufacturer who stock raw materials for production reorders for 50 drums of raw materials from the supplier based on business requirement. If he orders more than 50 drums his reordering cost will be reduced by placing the order for 60 drums per order. But the holding cost will be increased. He should follow the optimal order quantity or economic order quantity to balance the inventory as well as to reduce the reorder cost.

3. Holding cost.

Holding cost is the cost incurred to hold the inventory in the store. This will include capital costs, storage costs, inventory service costs and inventory risk costs. 

Capital cost is the largest component in the holding costs. Capital cost involves the investment, interests on investments and opportunity costs. 

For example; a company has inventories where a lump of money is invested and there is a cost for the inventory. There is an interest on the investment as the money is tied up in the inventory. This interest can be also paid to external parties if the money is borrowed from outside to purchase the inventory. There is an opportunity cost involved that if the money could be invested on some other opportunities through a return on investment can be earned such as bonds and treasuries. 

Storage costs involve the cost of building and maintenance such as lightning, air conditioning and refrigeration for perishable cargo. The cost of purchase of the building or monthly rent and depreciation costs are all storage space costs.

For example; a company which has a storage space has to pay its rent or if the company has its own warehouse it has to pay for the building which is the capital cost and incurring depreciation are all storage space costs.

Inventory risk costs and service costs involves insurance, shrinkage and damages during handling and storage.

Obsolescence and theft are also holding costs. Inventory write off costs are also included in holding cost.





4. Shortage cost.

Shortage cost is the cost incurred when there is a situation of out of stock. Shortage costs are costs incurred to replenish the out of stock product by purchasing low profit substitute products. Costs paid for emergency shipments and fast deliveries, sometimes purchase goods or materials from new suppliers for more prices. 

Shortage costs will also include cost to reschedule production and hiring new workers.

Shortage costs also involve the cost of losing the customers. This is including loss of reputation of the company and goodwill. Cost of losing customers cannot be measured precisely. 
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