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Controlling Inventory

Firms that carry hundreds or even thousands of different part numbers can be faced with
the impossible task of monitoring the inventory levels of each part number. In order to facilitate
this, many firms use an ABC approach.

ABC analysis is based on Pareto Analysis, also known as the “80/20” rule. The 80/20
comes from Pareto’s finding that 20 percent of the populace possessed 80 percent of the wealth.
From an inventory perspective it can be restated thusly: approximately 20 percent of all
inventory items represent 80 percent of
inventory costs. Therefore, a firm can control
80 percent of its inventory costs by
monitoring and controlling 20 percent of its
inventory. But, it has to be the correct 20
percent. The top 20 percent of the firm’s most
costly items are termed “A” items (this should
approximately represent 80 percent of total
inventory costs). Items that are extremely

inexpensive or have low demand are termed
“C” items, with “B” items falling in between A and C items. The percentages may vary with
each firm, but B items usually represent about 30 percent of the total inventory items and 15
percent of the costs. C items generally constitute 50 percent of all inventory items but only
around 5 percent of the costs. By classifying each inventory item as an A, B or C the firm can
determine the resources (time, effort and money) to dedicate to each item. Usually this means
that the firm monitors A items very closely but can check on B and C items on a periodic basis
(for example, monthly for B items and quarterly for C items).

Another control method related to the ABC concept is cycle counting. Cycle counting is
used instead of the traditional “once-a-year” inventory count where firms shut down for a short
period of time and physically count all inventory assets in an attempt to reconcile any possible
discrepancies in their inventory records. When cycle counting is used, the firm is continually
taking a physical count but not of total inventory. A firm may physically count a certain section
of the plant or warehouse, moving on to other sections upon completion, until the entire facility
is counted. Then the process starts all over again. The firm may also choose to count all the A
items, then the B items, and finally the C items.

Certainly, the counting frequency will vary with the classification of each item. In other
words, A item may be counted monthly, B items quarterly, and C items yearly. In addition, the
required accuracy of inventory records may vary according to classification, with A items
requiring the most accurate record keeping.
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e
N ew Words

1. accuracy [‘&kjurasi] ». the quality of being near to the true value #4#1&; %
ikt

2. costly ['kostli] adj. : having a high price % &4; KM

3. completion [kom'plizfon] n. a concluding action TA; # %K

4. constitute [konstitjuzt] v. to form or compose 4BA%; #)AK,

5. classify ['klesifai] v. to arrange or order by classes %%; 9%

6. dedicate ['dedikeit] v. to give entirely to a specific activity 2 7 F; #ki

7. discrepancy [dis'krepansi] #. difference between conflicting facts or opinions 7~ 4F;
£

8. facilitate [fa'siliteit] v. to make easier; to promote %% %; 1%it

9. frequency ['frikwansi] #. the number of occurrences within a given time period
WE; %

10. inventory ['inventari] ». all the items of merchandise in stock # 3t

11. monitor ['monita] v. to keep an eye on 15

12. populace ['popjulas] ». people in general X AX; FR&

13. perspective [pa'spektiv] n. a way of regarding situations or topics #L.%

14. percentage [pa'sentids] . a proportion multiplied by 100 & 4 tb; & 4%

15. restate [riz'steit] v. to say again £%; Eit

16. reconcile ['rekonsail] v. to make compatible with 1&A84F; fEFeilf—2

17. represent [repri'zent] v. to be representative or typical for K&

18. thusly ['dasli] adv. in the way indicated &

19. term [tozm] v. to name formally e+« 4%

20. warehouse ['weshaus] 7. a storehouse for goods and merchandise £ &; 4%

1. be faced with &@ie; @

2. vary with [eeseee i AL

3. ona...basis y: RS 9734
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. Pareto Analysis th R ik
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. cycle counting J 5

. “once-a-year” inventory count “HEET HWEL

. inventory assets V- oS W

. physical count Ewitd; EHEE
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Language Exercises

L. Vocabulary Exercise: Choose the best word to fill in the blank.
1. Lower housing prices are helpful to get rid of our bloated housing

A. invention B. inventory C. inflation D. intensive

2. Every one in the supermarket is closely with cameras all around.
A. examined B. tested C. surveyed D. monitored

3. Modern technologies have housework. L
A. facilitated ~ B. complicated C. bothered D. annoyed

4. The agent in Italy will our company to attend the international meeting in Rome.
A. substitute B. replace C. represent D. displace

5. Do you know what processes inventory management?
A. constitute B. consist of C. make up for D. be made up of

6. We should spare no effort to the need of industrial development with concern for
the environment. ‘
A. meet B. control C. reconcile D. restrain

7. Many large multinational companies the problem of how to reduce cost.
A. face B. are faced C. face up to D. are faced with

8. Prices local costs, such as rents and wages, which are lower in developing countries.
A. vary from B. vary with C. vary in D. vary through

9. Although most of children are fond of KFC, people usually it a junk

food, along with greasy French fries, potato chips, and hamburgers.

A.sort...out B.divide...into C.classify...as D. share ... with
10. According to ABC approach, A item may be counted monthly

A.on...base B.ona... base C. on ... basis D.ona ... basis

I1. Comprehensive Exercise: Decide whether the following statements are True or False.

1. It is not an easy task for firms to monitor their inventory levels of numerous part numbers.

2. ABC analysis is based on Plato Analysis, also known as the “80/20” rule.

3. According to-“80/20™ rule, a firm can control 20 percent of its inventory costs by monitoring
and controlling 80 percent of its inventory.

4. The top 20 percent of the firm’s most expensive items are termed “A” items.

5. Items that are extremely inexpensive or have low demand are termed “B” items.

6. C items generally compose 50 percent of all inventory items but only around 5 percent of the
costs.

7. Usually firms monitor A items very closely but can check on B and C items periodically.

8. Another control method related to the ABC concept is the traditional “once-a-year” inventory

5
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count.
9. The traditional “once-a-year” inventory count refers to a firm shut down for a short period of
time and physically counts all inventory assets.
10. The counting frequency will vary with the classification of each item, with A item being
counted monthly, B items quarterly, and C items yearly.

III. Classroom Oral Exercise: Use the following sentence patterns to make sentences in
pairs. The sentences you make should contain vocabularies from this unit.
1. Don’t waste time doing... ASZ2JR %6 (] fif--»+-- .
Example: Don’t waste time counting all the inventory assets daily.
Student A: Don’t waste time
Student B: Don’t waste time

2. I apologize for... T Ag--+---iE#K
Example: I apologize for representing you in voting against this outing.

Student A: I apologize for

Student B: I apologize for
3. Linsist on (doing)... FRUIEFRE---+-

Example: I insist on classifying all the inventory assets as A items, B items and C items.

Student A: I insist on

Student B: I insist on

14 A qik e
iR g _A Short Inventory History

Extended Reading]

Inventory control is the implementation of management’s inventory policies in a manner
that assures that the goals of inventory management are met. Wise control of inventory is often
a critical factor in the success of businesses in which inventories are significant. The goal of
inventory control is to be sure that optimum levels of inventories are available, that there are
minimal stockouts (i.e., running out of stock), and that inventory is maintained in a safe, secure
place and is always readily accessible to the proper personnel. Policies relate to what levels of
inventories are to be maintained and which vendors will be supplying the inventory. How and
when inventories will be replenished, how inventory records are created, managed, and analyzed,

6
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and what aspects of inventory management will be outsourced are also important components
of proper inventory management.

Prior to the eighteenth century, possessing inventory was considered a sign of wealth.
Generally, the more inventory you had, the more prosperous you were. Inventory existed as
stores of wheat, herds of cattle, and rooms full of pottery or other manufactured goods. This
phenomenon occurred for good reason. There were a number of concerns for businesspeople
then. Communication was difficult and unreliable, easily interrupted, and often took long
periods of time to complete.

Stocks were difficult to obtain, and supply was uncertain, erratic, and subject to a wide
variety of pitfalls. Quality was inconsistent. More often than not, receiving credit for a purchase
was not an option and a person had to pay for merchandise before taking possession of it. The
financial markets were not as complex or as willing to meet the needs of business as they are
today. In addition, the pace of life was a lot slower. Because change occurred gradually, it was
relatively easy to forecast market needs, trends, and desires. Businesses were able to maintain
large quantities of goods without fear of sudden shifts in the market, and these inventories served
as buffers in the supply line. Customers had a sense of security, knowing that there was a ready
supply of merchandise in storage, and that comfort often helped to minimize hoarding.

In the eighteenth and early nineteenth centuries, markets were very specialized. There was
often one supplier for each market in each area of business. Except for the basic necessities of
life, there was much local specialization and distinct specialization by region. For example,
although there might be more than one grist-mill in a community, there would often be only one
general store. If customers were unhappy with their existing supplier, they had to suffer some
inconvenience to find an alternate source because of the monopolies that existed. This made it
casier for businesses to market their products and allowed them to maintain large stocks if they
had the capital to do so. Inventory management was a concern then, as it is in the early twenty-
first century. Inventories had to be monitored for accuracy and quality. They had to be protected
from the elements, from theft, from spoiling, and from changes in the local economy. Tax laws
could have an enormous impact on inventory levels.

The business world of the early twenty-first century shares few similarities with that of
earlier times. Communication is quick, easy, reliable, and available through a host of media.
Supply is certain and regular in most environments of merchandising and manufacturing. Tax
laws are generally consistent and reliable. However, market changes can be abrupt and difficult
to forecast. Global competition exists everywhere for almost everything.

Products are available from anywhere in the world, with delivery possible within in one
day in many cases. Competition is driving the price of most products down to minimum profit
levels. Inventories are managed for minimum stocking levels and maximum turnover. In the
twenty-first century, high inventory is a sign of either mismanagement or a troubled economy.
It is expensive and wasteful to hold and maintain high inventory levels.
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Proper utilization of space is also a critical component in today’s business world, whether

one is a retailer, wholesaler, or a manufacturer. Modern retailers and N\
. f . New words and phrases:

manufacturers are equipped with an array of tools and support mechanisms
to enable them to manage inventory. Technology is used in almost every
area of inventory management to help control, monitor, and analyze
inventory. Computers, especially, play an enormous role in modern
inventory management.

Ongoing analyses of both inventory management and manufacturing \ ™/
processes have led to innovative management systems, such as just-in-time inventory or the
economic-order quantity decision model. Just-in-time inventory is a process developed by the
Japanese based on a process invented by Henry Ford. David Wren (1999) describes how the
process started: Henry Ford managed to cut his inventory by forty million dollars by changing
how he obtained materials to produce automobiles. Through a process called vertical
integration, Ford purchased mines and smelting operations to better control the source and
supply of material to produce cars. In this way, he was able to reduce his standing inventory
and increase turnover.

In the 1950’s, Taiichi Ohno, a mechanical engineer working for Toyota Motorcar Company,
refined this process into what we know today as Just-in-time inventory. Just-in-time inventory
usually requires a dominant face—a major partner that has the resources to start the process and
keep it organized and controlled—that organizes the flow and communication so that all the
parties in the supply process know exactly how many parts are needed to complete a cycle and
how much time is needed in between cycles. By having and sharing this information, companies
are able to deliver just the right amount of product or inventory at a given time. This requires a
close working relationship between all the parties involved and greatly minimizes the amount
of standing or idle inventory.

In the economic-order quantity decision model, an analysis is made to determine the
optimum quantity of product needed to minimize total manufacturing or production costs. In
other words, through a complex analysis, management attempts to determine the minimum
amount of product needed to do the job and still keep the cost of inventory as low as possible.
This analysis considers the amount of time needed to generate an order; to process, manufacture,
organize, and ship each product; to receive, inventory, store, and consume each product; and to
process the paperwork upon receipt through the final payment process. This is a more
independent process than just-in-time inventory; by allowing for a variety of suppliers to
participate, it ensures competitiveness. Many companies today employ a mixture of both
processes in order to maintain independence yet still have a close relationship with suppliers.
Retailers, for example, work closely with suppliers to maintain the lowest possible inventories
but still have enough products to satisfy customer demand. Often, companies have access to
information about each other’s inventory levels, allowing management to further analyze

8



Unit 1 Inventory Management @

inventories to ensure that each is carrying the correct amount of stock to satisfy market needs
and maintain minimum levels.

Inventory is generally ordered by computer, through a modem,
directly from a supplier or manufacturer. The persons ordering the
product have an inventory sales or usage history, which enables them to
properly forecast short-term needs and also to know which products are

New words and phrases:

not being sold or consumed. The computer helps management with
control by tying in with the sales or manufacturing department.

Whenever a sale is made or units of a product are consumed in the \ _ /
manufacturing process, the product is deleted from inventory and made part of a history file
that can be reviewed manually or automatically, depending on how management wishes to
organize that department. The supplier and the buyer often have a

Ap‘:;?;b;::‘;zzi;: i close working relationship; the buyer will keep the supplier

informed about product changes and developments in the industry
in order to maintain proper stock levels, and the supplier will often
dedicate equipment and personnel to assist the buyer. Even though
small companies may work closely with larger suppliers, it is still
very important that these small companies manage their inventory properly. Goods need to be
stored in a suitable warehouse that meets the needs of the products. Some products require
refrigeration, for example, while others require a warm and dry environment. Space is usually
a critical factor in this ever shrinking world since it is important to have enough space to meet

the needs of customers and keep the warehouse from becoming overcrowded. Inventory needs
to be monitored to prevent theft and inaccuracies. Taking physical inventory—physically
checking each item against a list of items on hand—is a routine that should be performed a
number of times a year. At the very 1east, inventories should always be checked each year just
before the end of the fiscal year and compared against “book™ or quantities listed as on hand in
the computer or manual ledger. Adjustments can then be made to correct any inaccuracies.
Taking inventory more than once a year, and thus looking at stocks over shorter periods of time,
often results in discovering accounting or processing errors. It also serves as a notice to
employees that management is watching the inventory closely, often deterring pilferage. Alarm
systems and closed-circuit television are just a few of the ways inventories can be monitored.
Making sure that everyone allowed into inventory management systems has and uses his or her
own password is critical to effective inventory control. By having redundant systems,
management can also compare the two to make sure there is a balance. If they go too far out
of balance, management is alerted. ’

Maintaining a clean, orderly, properly lighted, and secure warehouse or stockroom is
the basic key to maintaining inventory control. Adding computer technology to aid in
management and administration creates a system that is current and competitive. Properly

9
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training employees in modern techniques and standards results in a system that will be
effective and profitable.

Check the box with + if the statement is true; otherwise check it with X.

[0 Before eighteenth century, people tended to keep a large inventory.

[] In the twenty-first century, high inventory is a sign of mismanagement.

[l Just-in-time inventory means zero inventory.

[J Physically check each item in inventory should be performed a number of times a year.

, 2 Inventory Automation

An inventory control system is a system that encompasses all aspects of managing a
company’s inventories: purchasing, shipping, receiving, tracking, warehousing and storage,
turnover, and reordering. In different firms the activities associated with each of these areas
may not be strictly contained within separate subsystems, but these functions must be
performed in sequence in order to have a well-run inventory control system. Computerized
inventory control systems make it possible to integrate the various functional subsystems that
are a part of the inventory management into a single cohesive system. In today’s business
W environment, even small and midsized businesses have come to rely on

—— | computerized inventory management systems. Certainly, there are plenty
of small retail outlets, manufacturers, and other businesses that continue
to rely on manual means of inventory tracking. Indeed, for some small
businesses, like convenience stores, shoe stores, or nurseries, purchase of
an electronic inventory tracking system might constitute a wasteful use of

\____/ financial resources. But for other firms operating in industries that feature
high-volume turnover of raw materials or finished products, computerized tracking systems

have emerged as a key component of business strategies aimed at inereasing productivity and
maintaining competitiveness. The development of powerful computer programs capable of
addressing a wide variety of record keeping needs including inventery management in one
integrated system have also contributed to the growing popularity of electronic inventory
control options. Moreover, the spread of wireless systems and the use of barcodes has made
real-time computerized inventory systems more powerful and flexible. Given such
developments, it is little wonder that business experts commonly cite inventory management
as a vital element that can spell the difference between success and failure in today’s keenly
competitive business world.

Automation can dramatically impact all phases of inventory management, including

10
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counting and monitoring of inventory items; recording and retrieval of item storage location;
recording changes to inventory; and anticipating inventory needs, including inventory handling
requirements. This is true even of stand-alone systems that are not integrated with other areas of
the business, but many analysts indicate that productivity and hence profitability gains that are
garnered through use of automated systems can be further increased when a business integrates
its inventory control systems with other systems such as accounting and sales to better control
inventory levels.

New technologies developed during the 1990s and perfected during the early twenty-first
century have greatly improved the tools used to manage inventories. Powerful computer systems
that are linked into networks are now able to receive information from handheld devices. The
wireless handheld devices scan barcodes on inventory items and send data to a tracking database
in real time. The increased efficiency of inventory systems over the past decades has made some
things possible that would have been impossible in earlier times, such as the popular just-in-
time manufacturing system. One trend in the area of inventory control and management are
vendor-managed inventory (VMI) systems and agreements. In a VMI system distributors and
manufacturers agree to take over the inventory management for their customers. Based on daily
reports sent automatically from the customer to the distributor, the distributor replenishes the
customer’s stocks as needed. The distributor or manufacturer sees what is selling and makes all
necessary arrangements to send the customer new products or parts (e words and phrases:
automatically. No phone calls or paperwork are necessary, allowing the
supply chain process to remain uninterrupted. The benefits that can accrue
to both parties in a VMI arrangement are noteworthy. Both parties should
experience a savings of time and labor. The customer is able to maintain
fewer items in stock and can rely upon a steady flow of products or parts. | —
The vendor or distributor benefits in two ways. First, a supplier is better g 2
able to anticipate production requirements. Second, the supplier benefits from a strong
relationship with the customer, one that is more difficult to alter than a vendor-customer

relationship in which such automated systems did not exist.

As with all outsourcing arrangements, there are potential drawbacks to a VMI system. The
first is the partial loss of control experienced by the customer in managing his or her own
inventories. Second is the problem this type of system poses for a vendor in the case of volatile
sales periods. On a VMI system it is very difficult for a distributor or manufacturer to hold large
inventories for one customer who is experiencing a slowdown in sales while having to ramp up
for another customer who is experiencing rising demand. Both parties to a VMI agreement must
weigh the pros and cons of such a system thoroughly and be sure to include in any VMI
agreement prearranged methods for dealing with periods of volatile sales patterns. The
popularity of VMI suggests that there are many applications in which these systems produce net
benefits for both parties.
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