Managing the inventory

Using Pareto analysis for control
Applying effective control

In the stores there are a wide variety of items, with a stock record for each.
Some have high value and others are very cheap. The high-value items are
normally controlled tightly, whereas the low-value items are not treated as
carefully and are issued in bulk in approximate quantities. Most effort
should be put into managing the items which are most important for
achieving the inventory targets. In inventory control the best results are
gained by organizing effort correctly. There is not sufficient management
nme to maintain detailed control of all the individual items. If the
immediate aim is to reduce stockholding costs then studying the stock of
low-value items is unlikely to be the best place to start unless the sales
volume is very large. If service is the aim, then attention to a few fast-
moving lines often provides the bulk of the improvement required.

This simple principle is embodied in Pareto’s Law, which is illustrated by
the curve in Figure 3.1. It is also called the 80/20 rule because 80 per cent
of the effect is provided by 20 per cent of the cause. In Figure 3.1 80 per
cent of stock value is caused by 20 per cent of stock lines. The principle can
be applied to many different areas of activity: 80 per cent of the purchased
imems come from 20 per cent of the suppliers, and 20 per cent of sales lines
give 80 per cent of turnover. For a warchouse, 80 per cent of the space is
occupied by 20 per cent of the lines. This simple fact makes it obvious
which lines should be received little and often.
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Figure 3.1 Pareto curve

Pareto analysis is the technique which forms the basis of inventory
control thinking and is an important management principle which can be
applied to minimize effort and to obtain best results. It can also be applied
for ime management, credit control and many other areas of control. To
gain best control, effort has to be directed to the most important areas. The
Pareto curve (see Figure 3.1) is often called the *80/20 rule’, but the values
can be read off at any convenient point. For example, the graph shows that
50 per cent of the product lines account for 97 per cent of the sales (or that
the other 50 per cent only provide 3 per cent of the sales - a worrying
thought). The shape of the Pareto curve arises from the range of volumes
and values combined in a statistical distribution. The shape of the curve
does not always give exactly an 80/20 relationship, but this does not affect
the principles of applying Pareto analysis to inventory management.

Stores carry a wide variety of items, with a stock record for each. Some
have high value and others are very cheap. The high-value items are
normally controlled tightly, whereas the low-value items are not treated as
carefully and are issued in bulk in approximate quantities. Most effort
should be put into managing items which are most important for achieving
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inventory targets. In inventory control the best results are gained by
organizing effort correctly. There is not sufficient management time to
maintain detailed control of all individual items. If the immediate aim is to
reduce stockholding costs then studying the stock of low-value items is
unlikely to be the best place to start unless the sales volume is very large. If
service is the aim, then attention to a few fast-moving lines often provides
the bulk of the improvement required.

Use Pareto analysis to save time and get results.

Stores contain items ranging from main products to washers and labels,
with a stock record for each. High stock value items need to be closely
controlled, whereas minor items need not be treated as carefully. To control
the resources of the company most effectively our effort and controls should
be biased towards high cost areas. Pareto analysis formalizes our efforts to
do this. It states that the majority of the effect is produced by a small
proportion of the cause. (80 per cent of the effect is due to 20 per cent of
the cause.)

The application of this to a stores stock control means that 80 per cent of
the total stock value is made up from 20 per cent of the total stock items as
stated. The other 80 per cent of stock items contribute only 20 per cent to
the total inventory value (shown in Figure 3.1. ) In a stock reduction
exercise the majority of our cost saving will be gained by decreasing stocks
of those few major items.

Eighty per cent of stock is in 20 per cent lines -
so reduce the high stock values.

Example

Consider a stock of 12000 types of items in store. Pareto’s Law

shows that for a siock value of £800000 we find that 2400 items

account for £640000 of inventory. The remaining 9600 items are

worth only £160 000. Therefore, by concentrating on the 2400, control

over the total value will be tight. If 2400 is rather too many to review

individually, then the Pareto curve (Figure 3.1) shows that 5 per cent
. of items account for 55 per cent of cost so 600 items contribute
. £442000 to the total stock costs. Again by working on these 600 items
. carefully the overall stock value can be controlled or decreased.




























