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Inventory Management
and Financial Analysis

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

® Describe major inventory classifications

® Complete an analysis of a balance sheet and income
statement

® Write the formula for the basic manufacturing equation
and describe how inventory impacts it




FINANCIAL CONTROL
OF INVENTORY

One of the areas frequently overlooked in the preparation of manufacturing
professionals is their financial knowledge. Experience has shown it is not
necessary to master a level of detail such as the accounting rules of debits
and credits. However, at a minimum it is necessary to understand the finan-
cial ramifications of financial discussions and decisions. By becoming familiar
with financial statements, you begin to develop “a feel” for the information.

The following should be understood:

» Financial Statements: Types and components of Balance Sheet and
Income Statement

> Key Ratios and Formulas Such as Inventory Turns: How to improve
them and their impact on cash flow
» Basic Manufacturing Equation: Beginning Inventory
+ Production (transfers in)
= Available to ship (use)
— Shipments (transfers out)

= Ending Inventory
> (Costed Bill of Materials

> Activity-Based Costing



BALANCE SHEET BASICS

The Balance Sheet is a statement—as of a specific date, for example, Decem-
ber 31—of what the company owns (assets), what it owes in debts (liabilities)
and the difference between these two (assets minus liabilities), which is
called the stockholder equity (net worth).

Balance Sheet Components

Assets—Items the company owns.
Assets are divided into short-term
(consumed in less than a year) and
long-term (have value for more than
one year). Examples of short-term
assets are cash, accounts receivable
and inventory. Examples of long-
term assets are machines and
equipment.

Liabilities—These are debts owed.
Liabilities are divided into short-term
and long-term. Short-term liabilities
includes accounts payable and taxes
payable. Payment is due monthly.
Long-term liabilities include the
acquisition of buildings. Payment is
spread out over years.

Shareholders’ Equity—Contains
the value of the ownership of the
stockholders (owners) and the earn-
ings and losses the company has
incurred since the company was
started (retained earnings).



Sample Balance Sheet
(In millions of dollars)

Prior
year Current

Prior
year Current

Current Assets (000)
Cash
Accts receivable
Inventories
Eaw materials
Work-in-process
Finished goods
Total inventories
Total Current Assels

Property, Plant and Equipt.
Land
Buildings
Machinery, equipt., tools
Total Prop., Plant Equipt.
Less accum depreciation
Net Property, Plant, Equipt.

TOTAL ASSETS

Current Liabilities

80 100 Accounts Payable
160 200 Short-term debt
Total current liabilities
&l 100
60 400 Long-term Liabilities
50 215 Long-term debt
_210 715 TOTAL LIABILITIES
450 1,015
Shareholders” Equity
45 50 Common stock
220 340 Atmrn.ulated retained
ﬂ ﬂ eaArnings
800 1,000
?5} E_EFSHEE Total Shareholders’ Equity
625 745
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Total Liabilities and
1,760  Shareholders’ Equity
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100 300
120 400
220 Fo0
=315 440
535 1,140
53 55
487 b5
540 620
1,075 1,760




USEFUL TIPS FOR READING
A BALANCE SHEET

> The Balance Sheet is a statement—as of a specific date, for example,
December 31, 19XX—of what the company owns (assets), what it owes
in debts (liabilities) and the difference between these two (assets
minus liabilities), which is called the stockholders” equity (net worth).

> The assets are always listed in order of liquidity—how fast they could
be turned into cash.

> The assets are divided into short-term assets (cash, accounts receiv-
able, inventory, and so on) and long-term assets (machinery and
equipment [less depreciation], facilities, land and so on).

» The liabilities are always listed in the order in which the creditors
would have claims against the assets should bankruptcy occur.

» Liabilities are broken into short-term liabilities—accounts payable,
accrued payroll, short-term notes and so on; and long-term
liabilities—long-term debt and so on.

» The total of the stockholders’ equity section of the Balance Sheet must
always represent the total assets minus total liabilities; so the follow-
ing equation is always in balance:

Assets — Liabilities = Stockholders” Equity, more commonly shown
as the basic accounting equation: Assets = Liabilities + Stockholders’

Equity

» The stockholders’ equity components are always listed in the order
in which the stockholders would be paid after the creditors, if the
corporation were liquidated. For example, preferred stockholders
would be paid before common stockholders.

» The retained earnings section of the stockholders’ equity balance sheet
represents the accumulation of all the profits and losses since the
corporation’s inception.



INCOME STATEMENT BASICS

The second type of financial statement is the Income Statement. This statement
shows revenue (how much the company has earned year to date), Cost of Sales
(how much it cost to produce the products sold), Gross Profit (determined by
subtracting the Cost of Sales from the Revenue). All other expenses are included
in the Sales, General and Administrative Expenses (commonly referred to as
SGé&A) The net profit is determined by subtracting the SG&A expense for

the Gross Profit. Following is an example of an Income Statement.

Sample Income Statement
(In millions of dollars)

Prior Current
year year
Sales $2,000 $1,600
Cost of Sales and Operating Expenses
Cost of goods sold 1,300 900
Gross profit 700 700
Selling, general, and administrative expenses 320 240
Operating profit 380 460
Other Income (expenses)
Interest expense —60 =20
Provision for Federal Income Taxes -140 -200

Net Income 180 240








































