Obsolete stock

hurting for space because obsolete product eats up square foot
after square foot knows that these items “just gotta go.”

Why You Have Been Told Not to Dispose of It

Why is the dead stock still here? The three reasons most often
given as to why the product can’t be disposed of are:

1. It's already paid for.
2. We might use it someday.
3. We might sell it someday.

These explanations seem logical and the idea of throwing
away dead stock may be counterintuitive. Indeed, there are
some very real practical problems with simply hauling it off to
the dumpster.

Problems with Convincing Decision Makers That
“Its Gotta Go”

Decision makers often have difficulty with disposing of dead in-
ventory because it will adversely impact the balance sheet and
deplete resources considered to be valuable for lending purposes.

* Impact of write off Anything that appears as an asset on
the balance sheet has an accounting value. This value, consisting
of an item’s original cost minus depreciation, is called the “book
value.” It is irrelevant that the item may actually be worthless to
either a customer or as part of a manufacturing process. If it has
a one-dollar value on the books, then disposing of dead inven-
tory has an accounting consequence to our organization.

If we sell dead inventory that has a monetary value at a
deep discount, throw it away, or give it away to a charity, we will



have to immediately write-off the book value of those items,
which will, of course, have a negative impact on the financial
statements.

If your organization is sensitive to making extraordinary
adjustments to the balance sheet and never or seldom writes off
dead inventory, you may have a difficult time ever convincing
any decision maker to dispose of these items. The decision
maker will simply not be willing to “take the hit on the books.”

e Organization’s capital structure Almost everyone has
heard the expression, “cash is king.” The problem for many organ-
izations is that cash flow doesn't always keep up with our needs.

Often organizations raise operating capital by borrowing
against (a) their accounts receivable and (b) the book value of the
inventory they are carrying.

“ Accounts receivable” are the amounts due from customers
resulting from normal sales activities. Depending on the indus-
'rv, banks will generally lend up to 75 percent of the value of ac-
counts receivable due in ninety days or less.

Bankers will also lend against the book value of inventory.
The willingness to lend against this asset is not as straightfor-
ward as with accounts receivable. The more complex nature of
these transactions comes from the fact that in accordance with
accepted accounting practices, we should value inventory at the
_=cer of cost or fair market value. Therefore, dead stock should
logically be valued at a fair market value of zero dollars no mat-
rer what it originally cost.

In spite of generally accepted accounting practices and
even though parts of your inventory have no real market value

and should be valued at zero dollars), bankers will often loan
vour organization 50 to 60 percent of the value of the inventory
s that value is shown on the books. So, companies will sometimes
continue to carry dead stock so as to retain this artificial value on



the books. This is an area most stockkeepers will not have any
direct control over. However, the arguments below may over-
come the need to keep inventory values artificially high.

Arguments in Favor of Disposing of Dead Stock

Strong arguments can be made in favor of disposing of nonpro-
ductive stock including recapture of space, better use of labor
and equipment, plus a reduction in the costs associated with
having inventory sitting around.

¢ Recapture of space

In terms of space utilization, there are some simple math-
ematical facts to keep in mind:

—Multiplying an item'’s length times its width tells you
the amount of square feet the item is occupying.

—Multiplying an item’s length times its width times its
height tells you the amount of cubic space it is occupying.

If you were to actually figure out the cubic space taken up
by dead product, you would gain a powerful argument in favor
of disposing of this inventory. To bolster the argument, you may
want to ask your organization’s financial officer how much the
company is paying per square foot for rent. Multiplying the
square footage being consumed by dead product times the rent
per square foot often results in a truly eye-opening dollar
amount. Providing actual numbers to a decision maker is far
more effective than speaking in generalities like, “dead stock is
taking up a lot of space.” Pointing out that obsolete stock is “tak-
ing up 4,000 square feet” or “represents $2,000 per month in per
square foot costs” should help you convince your decision
maker that “its gotta go.”
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