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M O D U L E

I

Inventory Objectives
and Policies

Learning Objectives
After completing this module, you will be able to

® List the four objectives of inventory management

® Describe the major types of inventory

® List the major functions of inventory




WHAT IS INVENTORY
MANAGEMENT?

The objective of inventory management is to replace a very expensive asset
called “inventory” with a less-expensive asset called “information.” In order
to accomplish this objective, the information must be timely, accurate, reli-
able and consistent.

Why Management Inventory?

The major reason for managing inventory is to reconcile the following poten-
tially conflicting objectives:

thus increasing return on inventory (ROI) and return on assets (ROA). These
financial measures will be discussed in Modules III and IV.



THE FOUR OBJECTIVES OF
INVENTORY MANAGEMENT

Inaccurate customer forecasts, a multitude of changes to the original cus-
tomer orders, and an overall lack of account management are the major
causes of poor customer-service performance in terms of on-time delivery—
not supp]iers, not purchasing, The result is excessive inventory, which
ultimately leads to inventory write-offs and high product cost and lower

profit margins.

In establishing the customer service level, determine how often you want to
ship on time. One hundred percent of the time? Maybe yes, maybe no. Is
99.86% of the time good enough? (We will answer this in Module I1L.)
However, let's simply consider the following points:

The more accurate the individual product-sales forecasting is, the smaller the
forecast error, and the less inventory needs to be carried to maintain a speci-
fied level of customer service. By carrying less inventory, the capacity of
machines required to build products is better utilized. Inventory is not built
before it is needed, thus avoiding the mistake of committing capacity of
machines too early. By carrying less inventory, generally less space is used,
and it is not used too early.

There is a basic premise (principle) of this book that states, “the larger

the forecast error, the higher the desired customer service level, the more
inventory that must be carried.” And we are not talking about inventory at
the supplier, unless there is willingness to pay expenses such as storage,
insurance and other related carrying costs. These costs are some of the major
“hidden costs of manufacturing” contributing to the fact that many compa-
nies have increasing revenues and decreasing profits (and stock prices).

The solution to managing these costs is the establishment of an inventory
model that will be discussed throughout this book.



There are instances when inventories are held due to cost efficiencies in
procurement and production.

Goods may be purchased in greater quantities than are needed in order to
achieve cost efficiencies in purchasing or transportation. When goods are
purchased in this way, some inventory may result. However, agreements
called “volume purchase orders” (blanket POs) may be established. These
allow for increasing discounts as volumes increase and, at the same time,
specify that deliveries take place as needed. This approach supports the
Just-in-Time philosophy in Module IV,

In manufacturing, long production runs (large lot sizes) of a single product
are usually much more efficient than short runs. Managers are often mea-
sured by the amount of product they produce, which acts as an incentive
for longer production runs. Long runs result in inventory that sits for long
periods of time. Theoretically, this inventory represents miscommitted capac-
ity and a reduction in machine flexibility. Remember, if you can’t ship the
product, don’t build it—no matter what the benefits of long runtime are.

Inventories tie up cash that the company could use elsewhere in the busi-
ness. Excess inventory can create a negative cash flow, something that must
be avoided. This is why the Financial people work to keep inventories as
low as possible,

Profit can be maximized by increasing revenue or decreasing cost. One of the
best ways to do this is by proper management of inventory.



HANDLING CONFLICTING
OBJECTIVES

Meeting the objectives just discussed requires balancing short-term as well
as the long-term objectives. Whether used to provide customer service or to
achieve efficiencies in procurement or production, the need to carry invento-
ries conflicts with management's desire to minimize inventory investment.
Long production runs tend to create inventories; marketing people want
stocks of a larger variety of products and options to serve a broad customer
demand. High levels of inventory also take up space in factories and distri-
bution centers, thus incurring additional cost of storage, insurance, etc.

Manufacturing, retailers, wholesalers, and even banks and hospitals are faced
with balancing these objectives.

Reconciling these conflicting objectives is a primary goal of inventory man-
agement and the material presented in this book.



















