17

[image: image1.png]ﬁ
o R



                                                                  

	Student Name:
	Jaye Ravindranath NURSIMHULU

	Student Number:
	22360

	Course:
	LOGISTICS and SUPPLY CHAIN MANAGEMENT

	Assignment NO:
	NO 8--INVENTORY MANAGEMENT


Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.

For high grades use examples and illustrations where appropriate. 
	                                                               Name: Jaye Ravindranath Nursimhulu

                                                               Student Number: 22360

                                                               Assignment: NO 8

                                                               Inventory Management

1. Give short answers for the following questions: (15)

1 (i) What is Inventory Management? 

In previous units we have seen that forecasting demand can sometimes be a very tricky business. The procurement department which has the responsibility for the controlling of the flow of raw materials into an organisation for the manufacturing of products, may find the timing and quantity of materials to be purchased as a critical situation to decide. Hence, comes the role of the Inventory Department Management which has the responsibility of ensuring the availability of stocks of goods and finished products up to the end consumer. Although stock keeping is essential yet the delay in material flow also causes the formation of stock. Every
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 organization keeps stock, no matter what the nature of the business is [Brentwood Supporting Materials Unit 8- Inventory Management].

Inventory Management includes stock control which covers stock at every stage of the production process, from purchase and delivery to using and re-ordering the stock. Efficient stock control allows managers to ascertain that they have the right amount of stock in the right place at the right time and of the right quality and is delivered to the right customer.

Inventory managers have the following responsibilities amongst others, (as already developed in Question 1(iv) Unit 2):-
To oversee and keep records of all movements of goods and raw materials. In other words to get a Stock Valuation, manually or electronically on a regular basis.

To consider costs and finance. Buying and moving goods at the lowest possible prices in order to increase profits. 

To share information, so that there is better coordination, management and control over purchases, productions and sales.

Be responsible for the main types of inventory, viz. raw materials, work-in-process, finished goods, transit inventory, buffer inventory, anticipation, decoupling, cycle and seasonal inventory (in this case for example, seasonal fluctuations in demand or to meet a shortfall caused by erratic production also called anticipatory inventory).

Tract and control the level of stock, by identifying the minimum stock level and re-order and last but not least,

Stock review—replenish level when stock goes under a pre-determined level.

Most businesses can’t help but to keep stock whether in small or huge amount. For example farmers, brewers, industries making parts for manufacturers, and super stores with many outlets to provide customers on regular basis need to keep large amount of products for customer satisfaction. Therefore, the maintaining and a
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 systematic control of the ins and outs and the current stock of goods and products in place is inventory management.

Finally, we can say that Inventory Management is a component of supply chain management—which caters or supervises the flow of goods from manufacturers to warehouses and from other facilities to the point of sale.

‘As multiple types of inventories sit at the intersection of demand and supply, an effective inventory management should be at the core of supply chain management’, [CSCO Insights—Supply Chain Executive Brief: Five Strategies For Improving Inventory Management--- Across Complex Supply Chain Network, Introduction 2011].
A key function of inventory management is to keep detailed records of each ‘new’ and ‘returned’ product as it enters or leaves the premises of a warehouse or a point of sales. Further,--Inventory management includes the management of raw  materials, work-in-process products and finished goods that are considered to be the portion of a business assets (the stock in store) that are ready or will be ready for sale.

Inventory management would take into account the fact that holding large sum of inventory would allow a business or a whole supply chain to be extremely responsive to variations in customer demands.

Inventory management usually deals with one of the three or all three essential decisions concerning the creation and holding of stocks, viz. cycle inventory, safety inventory and seasonal inventory (already developed in a previous Unit).

1 (ii) What is the purpose of keeping stocks in a supply chain? 

As I mentioned above, demand can be erratic and not always the same but more than often are variable. The main purpose for keeping stocks is, therefore, to provide a buffer between variables –and sometimes unambiguous –supply and
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 demand. Think of food delivered to a superstore, which is usually delivered in large amount– maybe a truckload at a time – however, only a smaller quantity is sold to individual customers. The consequence is: a stock that is replenished with each delivery, and is reduced with the passage of time in order to coincide with demand. The stocks grant a cushion between supply and demand. They enable the supermarket to keep working efficiently, even when transportation of goods is delayed or if a sudden higher demand from customers arise [Brentwood Supporting Materials Unit 8- Inventory Management].

The buffering STOCKS allow operations to continue easily and evade disruptions. Stocks: specifically helps in estimating unexpected demands or at unexpected times; control small or delayed deliveries; give a benefit of price discounts on bulky orders; enables to purchase stock at lower prices which are expected to rise; eases the purchase of rarely available; allows to manage seasonal operations effectively; reduces goods transportation costs; provides shield during emergencies and may be more profitable during periods of higher inflation (ibid).

1 (iii) What is a reorder cost?

It is important for any organisation to find out what their stock will cost in order to find a balance between ranges of costs.  These can be done by finding answers to these three following questions: (i) What items to keep in stock, (ii) when should these items be ordered for stock, and (iii) How to decide the quantity to be ordered?

Contrary to Lambert’s explanation of describing costs for holding stocks, there are four other approaches that split the entire stock cost into four individual components, namely: (i) Unit Costs, (ii) Reorder Cost, (iii) Holding Cost and (iv) Shortage Cost.

Reorder Cost: This is the cost an organisation incurs for placing repeated order.   It may be an internal order for manufacturing or an external order for

                                                                Name: Jaye Ravindranath Nursimhulu

                                                               Student Number: 22360

                                                               Assignment: NO 8

                                                               Inventory Management
 supplies. This might contain allowances for preparing an order, communication, receiving, delivery, checking, testing, utilization of equipment and follow-up. Sometimes, costs like quality control, transport, categorization and mobility of received goods are also included. In practice, the best approximation for a reorder cost usually comes from dividing the annual cost of the purchasing department by the number of orders sent out [Brentwood Supporting Materials Unit 8- Inventory Management].
Reorder Point (ROP) Calculator - Know When to Reorder

You have a great new product on the shelves, and it’s selling fast. Every customer purchase means more revenue, but also brings your inventory levels lower. Of course you’ll reorder before it goes out of stock, but if you order too early, you’ll need to spend more on storing these excess items. If you order too late, you’ll be facing disappointed customers who’ll look to your competitors.

Use optimization data to set up your reorder points!
The question then is: When is the right time to order more stock?

Using a reorder point (ROP) calculator will let you know exactly when it’s time to place an order for a new shipment of products [tradegecko.com/learning-center/reorder-point-formula-calculation].

How to calculate reorder point? (Reorder Point Calculator).

1. Calculate your lead time demand in days.

2. Calculate your safety stock in days.
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3. Sum your lead time demand and your safety stock to determine your Reorder Point.

To understand the maths behind our reorder point calculator, let’s break this formula down.

You’ll need to know the lead time demand, because that’s how long you’ll have to wait before new stock arrives - you’ll want to have enough to satisfy your customers while you wait! And you’ll need to know your safety stock, because that’ll protect you against any unexpected occurrences. Add your lead time demand to your safety stock! Once your stock levels hit the total, it’s time to place a new order to replenish your supply (ibid).

Planning reorder points are a crucial part of inventory management. Setting your reorder point to the optimum amount lets you cut down on excess spending, while ensuring you’ll have enough stock for your customers even when things take an unexpected turn.

But how can you always ensure you’ll be able to place a fresh order whenever inventory levels hit the reorder point? Keeping tabs on how much you’ve sold every day is easy when you’re starting out with a single store. But as you start selling more and more, across different channels, manually recording every sale becomes a pretty exhausting chore. And if you only tally up your numbers on a weekly basis, missing the reordering point becomes a likely possibility.

An inventory management software system will track inventory movement across all channels and once the stock hits the reorder point, the management will be prompted to place a new purchase order (ibid).
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1 (iv) Define the holding cost. 

Holding Cost: 
Definition: Holding costs are the additional costs involved in storing and maintaining a piece of inventory over the course of a year. Holding costs are computed in the economic order quantity (EOQ) calculation that businesses use in order to decide the optimal time to order new inventory.

What Does Holding Cost Mean?
The holding costs concept is pretty simple. Businesses have to store inventory that isn’t in use or on the showroom floor. So if a company orders too much of a product, the extra inventory has to be put in the back warehouse until it can be put out on the shelves for customers to buy.

Not only do businesses have to pay for the warehouse storage space, but they also have to pay for security, insurance, and protection of the inventory. For instance, the warehouse could be broken into or, even worse, employees could steal inventory from a disorganized storage room. All of these costs are considered holding costs.

Example
Holding costs are the true cost of ordering too much inventory. That is why inventory turnover and economic order quantity calculations are so important. Companies should strive to only order enough inventory for 90 days. Inventory that sits around in storage for longer than 90 days creates added holding costs that are unnecessary [myaccountingcourse.com/accounting-dictionary/holding-costs].
It is the cost of keeping one unit of stock for a unit period of time –a perfect example, for instance, the cost incurred by Air France to hold a spare engine in stock for one year. The apparent cost is tied-up money. This is either borrowed (there are
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 interest payments) or it is cash that could be used somewhere else (there are opportunity costs). Other holding costs result due to storage space, loss, handling, and special treatment, for example refrigeration, insurance and administration. Another problem is obsolete material. It is the stock that was kept so long that it lost value, like obsolete spare parts or expired food Products having shorter life cycles, may have faster obsolescence. On the other hand, if your materials are being moved much faster through supply chains, then in many conditions the amount of obsolescence is declining [Brentwood Supporting Materials Unit 8- Inventory Management].
1 (v) What does the procurement department do in a supply chain?

Procurement department in a supply chain ensures the complete process of obtaining materials, services and construction from preparation and processing of a requisition through to receipt and approval of the invoice for payment.
Generally the procurement department is involved in purchase planning, standards determination, specifications development, supplier research, value analysis, price negotiation, making the purchase, and contract administration and monitoring [Brentwood Supporting Materials Unit 8- Inventory Management].
The six fundamentals that a procurement department needs to take good care of.

For the most part, procurement is “absolutely about following a series of systems and processes” to identify, source and manage contracts, said Matthew Sparkes, head of financial services at the Crown Commercial Service (CCS).

                                                               Name: Jaye Ravindranath Nursimhulu

                                                               Student Number: 22360

                                                               Assignment: NO 8

                                                               Inventory Management
Speaking at the Procurex Conference in London, he shared six top tips for a Procurement department to take seriously into consideration:

1. Identify customer need
Identifying stakeholder or customer need, and separating it from what the customer wants, is crucial. “If you don’t understand what that need is – it doesn’t matter what the want is – you’ll get it wrong.”

Using the example of Heathrow’s Terminal 5, Sparkes said the airport originally wanted “rows and rows of check-in desks”. The procurement team identified that the real need wasn’t having enough desks, but it was moving footfall quickly through the terminal. Armed with this understanding, the procurement team suggested an alternative solution based on supermarket checkouts, reducing both check-in times and costs.

2. Look outside your market for innovation.

3. Prioritise relationships Good contract management will give you what you expected to get and it’s important to regularly check suppliers are meeting contractual obligations. 

4. Collect spend data
Spend data is possibly the most powerful tool buyers have, said Sparkes. Data can help buyers get a view of exactly what they are buying, who they are buying from and frequency, thereby helping to find savings.
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5. Communicate what you are doing
When going to tender, be clear about all aspects of what you are going to do in your procurement. Be explicit about your market strategy and where you are in the tender process. “If you’re going to work well with people, you need to bring them on that journey with you, and that starts with the first engagement.

6. Know your negotiating position
Agree your position with your stakeholders upfront, including red lines and walk away points, before you start negotiating with supplier. “It’s absolutely about understanding what I can do in the [negotiating] room and not having to take things away”. It will empower you and generally help things go a lot smoother, he added

2. Discuss the main reasons for keeping the stocks. (7)

The primary reason for holding stock is to generate revenue through the sale of goods and services. To avoid the risk of a stock-out occurring and the subsequent potential towards lost sales, a company will typically hold some level of stock on hand. This is generally referred to as Buffer or Safety stock [unleashedsoftware.com/reasons for keeping stock].

Increased costs
Another reason for holding stock is to avoid the additional administration costs that happen when businesses are frequently re-ordering.
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Administrative costs form only part of the expense, the costs of freight and shipping generally increase proportionally to urgent and expedited delivery requests required to meet consumer demand. The extra costs incurred when a company scrambles to replenish supplies or to restock shelves can become financially unsustainable (ibid).
Although according to the basic economic order quantity (EOQ) model demand is stable and known exactly, in practice demand can differ widely and have a lot of ambiguity [Brentwood Support Material Unit 8/Inventory Management /Uncertain Demand and Safety Stock p8/9]. For example, a company selling a new CD, for instance, does not know how many copies will sell in advance or how sales will differ over time. When the difference is small, the EOQ Model still gives valuable results, but they are not so good when demand changes more widely. There are a number of ways to deal with changeable and uncertain demand and one approach where the demand is normally distributed can be demonstrated as follows. If a reorder level found from the mean demand in the lead time is used to calculate the amount of stock needed with a variable demand it will not give an effective result. But if demand in the lead time is above average, there will be a shortage before the next
delivery arrives and there will be shortages. Unfortunately, when demand is, say, normally distributed, it is above the mean in 50% of cycles. 
Most organizations would not be happy with shortages in 50% of stock cycles.

A solution is to hold additional stocks – above the expected needs – to add a margin of safety. Then organizations boost their holding costs by a small amount, to evade the higher shortage costs. These safety stocks are used if the normal working stock runs out. They have no effect on the reorder quantity –which
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 is still defined by the EOQ – but do affect the time when an order is placed. In particular, the reorder level is raised by the amount of the safety stock to give:

 REORDER LEVEL= lead time demand + safety stock = LD + safety stock.

Higher safety stocks apparently give a greater cushion against unexpectedly high demand, and better customer service.
Companies are under pressure to reduce their stocks. It has been seen that the pressure on working capital has increased since the last financial crisis. Working capital is composed of Accounts Payable, Accounts Receivable and Inventory/stocks. The Payables and Receivables are relatively easy to manage, just by extending payment terms to suppliers, shortening those of customers, and improving discipline to collect due invoices. Stock on the other hand is much more difficult. A blind cut in stocks will have a negative impact on service towards the customer, and service is a driver for top-line. 

Why do we need stock? 

There are multiple reasons why stock is held. The 5 most common reasons are as follows:- 

Safety stock: to absorb normal uncertainty on demand and supply.

Cycle stock: in function of production or ordering frequency.

Anticipation stock: to absorb foreseen unbalance between supply and demand.

In process/in transit stock: because goods are blocked during production / transport.

Strategic stock: for strategic reasons.

1) Safety stock is kept because it acts as a buffer against uncertainty. It will typically look at the forecast error, the average lead time and the variance on that lead time. More advanced variants will look at factors like yield or quality loss. A second element in the safety stock is the service level. We can have a product with
                                                               Name: Jaye Ravindranath Nursimhulu

                                                               Student Number: 22360

                                                               Assignment: NO 8

                                                               Inventory Management
low uncertainty but require a very high service level. We can have products with a high uncertainty but accept a low service level, for instance if there are multiple substitutes available. 

2) Cycle stock is held as a results from the need to produce or order in batches. The lean philosophy works towards a 1-piece flow. As long as we’re not there and are confronted with significant changeover or ordering cost, the EOQ principle teaches us it’s more economical to produce in batches. If we produce once a month, the average cycle stock will be 2 weeks. If we produce once a week, the average cycle stock will be half a week. The EOQ shows us that optimal batch sizes go up when we are confronted with higher change-over/order costs or when the product cost goes down. They are primary drivers of the amount of cycle stock. 

3) Anticipation stock is typically the result from the supply planning process. Stock may be built up to anticipate a seasonal peak, a tender or a shutdown. This type of planning decisions leads to so-called anticipatory stock. 

4 Work- in process or transit stock: As long as there are lead times there will be some kinds of stock sitting on the production floor or sitting on trucks, trains or boats. This is called the work-in process or transit stock. 

Improving flow in production can reduce the work-in process. Optimizing transport routes can reduce the stock in transit. 

5) Strategic stock is held to manage potential risks, e.g. an expected price increase or a shortage in a key raw material. As opposed to a plant shutdown these events are not sure. That makes the difference between anticipation and strategic stock. Strategic stock can be considered more as a hedging and part of risk management in the supply chain. 
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There are many other reasons companies carry inventory. An example in retail is ‘presentation stock’. They may need 5 pieces at minimum to fill the shelves and make the product sell. This behaves like a Minimum Order Quantity at the supply side. All these are extra drivers for inventory. It is important for each company to list their key inventory drivers. They must adapt the classification to something that works for them. Show what is expected as inventory evolution and show which drivers take it up or down!

The parameters are input to a planning process. There are multiple reasons to temporarily hold more inventory than what are minimally need: in anticipation of a shutdown, because production is to be levelled, for strategic reasons, for projects or tenders.
There are multiple reasons why the actual inventory will be different from the plan. Demand may be lower than expected, production has exceeded the original plan, and there were more returns than on average. A close monitoring of the total inventory but also the inventory balance is essential in mastering your inventory situation. 

And finally another reason for keeping stock is:

The effect on production
Shortages of the inventory and raw materials required to achieve successful manufacturing outcomes can have significant ramifications for manufacturing schedules and budgets. These consequences may include labour lost time, production bottlenecks and failure to meet production deadlines.
Inadequate levels of raw materials cause production and assembly lines to stop, with workers left unable to complete tasks. This will cost the company through unproductive downtime and overtime costs if production needs to be increased to meet deadlines.
                                                               Name: Jaye Ravindranath Nursimhulu

                                                               Student Number: 22360

                                                               Assignment: NO 8

                                                               Inventory Management

Inventory Management

If the manufacturer has orders and production schedules they must to meet, it may be necessary for the company to spend additional money shipping the manufacturing inventory by air rather than by sea. A company that cannot meet customer orders runs the risk of customers going elsewhere (ibid).
The knock-on effects of under stocking can have considerable ramifications for an organization. Lost customers, increased costs, damage to reputation and the morale of employees can be affected. Proper planning and inventory control can help you to avoid any of the negative impacts of under stocking.
3. Discuss, in detail, the costs involved in keeping the stocks

What are Holding Costs

Holding costs are those costs associated with storing inventory that remains unsold. These costs are one component of total inventory costs, along with ordering and shortage costs. A firm’s holding costs include the price of goods damaged or spoiled, as well as that of storage space, labour and insurance. Minimizing inventory costs is an important supply chain management strategy.

Inventory and accounts receivable are two asset accounts that may require a large amount of cash, and decisions about inventory spending reduce the amount of cash available for other purposes [investopedia.com/cost-of-keeping-stocks].
One way to ensure a company has sufficient cash to operate is to sell inventory and collect payments quickly. The sooner cash is collected from customers, the less total cash the firm must come up with to continue operations. 
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What are the costs of holding stock?

Once the total costs of holding stock is properly understood, this will enable managers’ appreciation for better control of their inventory, regarding to maintain stock at a proper level to meet company’s business requirements. 

The costs of holding stock can be categorized into three main types:

1) Costs of holding stock also known as carrying costs which includes the following:
(a) Interest on capital invested in the stocks.
(b) Storage charges (rent, lighting, heating, refrigeration, air-conditioning and others).

(c) Warehousing manpower, equipment maintenance and running cost.

(d) Handling costs.
(e) Audit, stocktaking or perpetual inventory costs.
(f) Insurance, security and others.

(g) Deterioration and obsolescence and

(h) Pilferage, vermin and others.

2) Costs of obtaining stock also known as ordering costs which includes
(a) Clerical and administrative costs associated with the purchasing, accounting and goods received departments.
(b) Where goods are manufactured internally, the set up and tooling costs associated with each production run.

3) Stock out costs also associated with running out of stock. As a result if insufficient/stock out situation, a company will lose a lot of opportunity costs 
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which includes the following:
(a) Loss of future sales as unhappy customers will leave and go away.

(b) Loss of customer goodwill.
(c) Costs of production stoppages caused by stock outs of raw materials and or work-in products.

(d) Lost contribution through lost sales.

(e) Extra costs associated with urgent, often small quantity replenishment purchases which include freight and or courier charges instead of the normal cheaper shipping and normal transportation costs, and
(f) Production workers will be frustrated if their wages are based on pieces or overtime rate [basiccollegeaccounting.com/what are the cost of holding stock].
                                                                                 [End]
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