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I~VENTORV CONTROL
In entory Control = Profit Control

w y Inventory Control?
Control of inventory represents the control of a maj or cost component within almost

an business. Inventory typically represents 45%-90% of all expenses for businesses
en aged in the sale of products, whether they manufacture these products or buy them
fro others. Control is needed to ensure that the business has the right goods on hand
to void stock-outs, to prevent shrinkage (spoilage/theft), and to provide proper
ac ounting.

Many businesses have too much of their limited resource, capital, tied up in their
ma or asset, inventory .Worse, they
ma have their capital tied up in the INVENTORY CONTROL = PROFIT CONTROL
wr ng kind of inventory. Inventory
ma be old, worn out, shopworn,
ob olete, or the wrong sizes or colors,
or ere may be an imbalance among
di erent product lines that reduces the
cu omer appeal of the total operation.
In ntory control systems range from
ey ball systems to reserve stock
sys ms to perpetual computer-run
sys ems. Each of these systems is
des ribed here so that you can become
1: liar with and select the system that
m es the most sense for your own operation -retail, service, or manufacturing, large
or mall.

his workbook deals with both the philosophy of inventory control and some of the
tec .ques of each major method, along with different needs as experienced by different
kin s of businesses. A five-step approach to inventory control is also provided, which
rep esents the sequence of activities to be followed to protect and manage this asset.

W at is Inventory?
he inventory referred to generally consists of goods for sale. There may be items

tha have been accumulated in the manufacture of a product or the fulfillment of a
se .ce and that are to become part of the product or expended in the completion of the
se ice. Alternatively, inventories may consist of goods that were bought for resale, as
is e case with most retail businesses. Manufacturing inventories may include unfin-
ish d materials, materials in various stages of completion (work in process), and fmished
go ds ready for sale.

aluation of inventory is normally stated at original cost, market value, or current
rep acement costs, whichever is lowest. This practice is used because it minimizes the
pos ibility of overstating assets. Inventory valuation and appropriate accounting
pra tices are worth a book alone and so are not dealt with here in depth. The focus of
this workbook is on the management aspects of inventory control. Both inventory
acc unting and management practices are important approaches to the same goal:
co 01 of this important asset.

e ideal inventory and proper merchandise turnover will vary from one market to
ano her. Average industry figures serve as a guide for comparison. Too large an
inv ntory at a particular market location may not be justified because the turnover does
not warrant the investment. On the other hand, because products are not available to
me t demand, too small an inventory may minimize sales and profits as customers go
so ewhere else to buy what they want where it is immediately available. This dynamic
rei ionship '.varrants the close attention of all businesses and tends to be a special
pro lem for smaller firms. Minimum inventories based on reordering time need to
bec me important aspects of your buying activity. Carrying costs, material purchases,



and storage costs are all expensive. However,
stock-outs are expensive also. All of these costs
can be minimized by efficient inventory policies.

Inventory Control

Benefits...

.balances stock,

.plays the winners,

.ensures turnover,

.reduces costs, and

.ensures satisfied

customers.

Inventory Control
Proper inventory control can help save money

and increase the return on investment. Inventory
control involves the procurement, care and
disposition of materials. There are three kinds of
inventory that are of concern to managers
(Exhibit 8-1 ):

1) raw materials,
2) in-process or serni-finished goods, and
3) finished goods.
If a manager effectively controls these three

types of inventory, capital can be released that
may be tied up in unnecessary inventory, produc-
tion control can be improved and can protect
against obsolescence, deterioration and/or theft,
and much useful information can be gathered for
planning ahead.

The reasons for inventory control are that it:

The last point may be the most important
benefit in the long run, not only for retailers but
for other businesses as well. It is the ability to
provide what the customer wants and needs in a
timely and cost-effective manner that determines
the relative degree of success of any business

operation.

to be controlled, and the resources available for
such purposes.

The Eyeball System
This is the standard inventory control system

for the vast majority of small retail and many
small manufacturing operations and is very
simple in application. The key manager stands
in the middle of the store or manufacturing area
and looks around. If he or she happens to notice
that some items are out of stock, they are
reordered. In retailing, the difficulty with the
eyeball system is that a particularly good item
may be out of stock for some time before
anyone notices. Throughout the time it is out of
stock, sales are being lost on it. Similarly, in a
small manufacturing operation, low stocks of
some particularly critical item may not be
noticed until there are none left. Then produc-
tion suffers until the supply of that part can be
replenished. Such unsystematic but simple
inventory control systems are practiced by many
small retailers and manufacturers to their
inherent disadvantage.

The Reserve Stock (or Brown Bag)

System
This approach is much more systematic than

the eyeball system. It involves keeping a reserve
stock of items aside, often literally in a brown
bag placed at the rear of the stock bin or storage
area. When the last unit of open inventory is
used, the brown bag of reserve stock is opened
and the new supplies it contains are placed in the
bin as open stock. At this time, a reorder is
immediately placed. If the reserve stock
quantity has been calculated properly, the new
shipment should arrive just as the last of the
reserve stock is being used.

In order to calculate the proper reserve stock
quantity, it is necessary to know the rate of
product usage and the order cycle delivery time.
Thus, if the rate of product units sold is 100
units per week and the order cycle delivery time
is two weeks, the appropriate reserve stock
would consist of 200 units (IOOu x 2w). This is
fme as long as the two-week cycle holds. If the
order cycle is extended, the reserve stock
quantities must be increased. When the new
order arrives, the reserve stock amount is
packaged again and placed at the rear of the
storage area.

This is a very simple system to operate and
one that is highly effective for virtually any type
of organization. The variations on the reserve
stock system merely involve the management of
the reserve stock itself. Larger items may
remain in inventory but be cordoned off in some
way to indicate that it is the reserve stock and
should trigger a reorder as it is used.

Inventory Control Systems

Three major approaches can be used for
inventory control in any type and size of opera-
tion. The actual system selected will depend
upon the type of operation, the amount of goods
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