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Are you wasting money on unneeded
inventory?

How much customer goodwill are you
losing with each incomplete order? Why
are orders going unfilled?

Why do you have too much of some
items and not enough of others?

These are questions CEO’s and CFO’s
ask when money is tight or a big customer
just called them to complain about
unfilled orders. They ask ever
one involved in the procure-
ment process: the purchasing
manager. operations manager.
warehouse manager, controller,
and maybe the ordering clerk.
They would like someone to
take accountability and explain
what is going on. They wonder
why, with all of the great peo-
ple and systems at XYZ Com-
pany, they can’t seem to get a
handle on inventory.

Are you wasting money on

By Jay Brummett

being lost on inventory, you have a more
concrete idea of what your inventory is
really costing you.

Sales to inventory ratio is also easier to
calculate:

Shilem Ratio = Inventory Value
ales to Inventory Ratio Total Sales
Although the ideal sales to inventory
level will vary somewhat from industry to
industry, an aggressive 10% sales to

Where Are Your Sales Dollars Going?

Inventory
20%

sales to inventory ratio. 10% x Total Sales
= Goal Inventory Level. That is what your
inventory could be, if you are like most
distributors or manufacturers. Let’s try
one last equation. it’s also very simple:
Inventory Value - Goal Inventory Level =
Money Wasted. Look at the numbers.
Think about it. Need an aspirin?

You may think 10% is unrealistic. In
most cases, it is not. You may think you
will not be able to fill your cus-
tomers orders with such a lean
inventory. You may be mistak-
en. If you are absolutely certain
that 10% is not possible, try the
same equations with the per-

Inventory
10%

centage that you think repre-

sents the most aggressive inven-
tory stance you could make.
How much customer good-
will are you losing with each
incomplete order? Why are
orders going unfilled?
You are losing an immeasur-

unneeded inventory?
Several methods have been

ably high amount of customer
goodwill if you are not ship-

All other
Costs and
Profit 80%

All other
Costs and
Profit 90%

devised to determine “proper”
inventory levels. Yearly inven-
tory turns and number of days
sales in inventory are probably
the most popular, but sales to
inventory ratio is often a better
way to measure inventory lev-
els. Yearly inventory turns and number of
days sales give numbers that only tell you
how much inventory you are holding or
how long it will be in your warehouse.
Sales to inventory ratio tells you how
much of your sales dollars are being spent
on inventory.

For this reason. sales to inventory is a
better motivator to keep inventories down.
‘When you look at a 15% or 20% sales to
inventory ratio and realize that $.15 to
$.20 of every sales dollar you make is

service.

Jay Brummett is President of Operations
& Management Systems, an Inventory
Management and Computer Consulting
firm. He is a graduate of California
State University, Fullerton in Eco-

nomics. He can be reached at (800) 923-
40MS if you have any questions or if
you have an interest in setting up this
type of system for your company.

The chart on the left depicts a typical boom and bust distributor/manu-
facturer losing money on poor inventory management. The chart on the
right shows higher profits and, with good management, better customer

inventory ratio should-be the goal of most
companies. Sales to inventory ratios in the
15% to 25% range are all too common,
and it is usually nothirtg more than a waste

_ of money, warehouse space. and your

employee’s time.

Take some time and make this calcula-
tion, it only takes a minute. What were
your total sales last year? What was your

" inventory value on December 31? Are you

close to 10%? 15%?

Remember, depending on the size of

your company, a
. fraction of a per-
centage could
mean thousands or
millions of dollars.

Now, let’s see
how much money
you are wasting.
Figure out what
your inventory
level would be if
you had a 10%

ping complete orders. Servic-
ing your valuable customers
should be your first priority. If
you do not give them the best
service possible, including
complete orders, someone else
will, and you might lose a cus-
tomer. Lose a customer, and that invento-
ry you have is even more of a burden with
no one to sell it to.

The same reason that many manufactur-
ers and distributors have too high an
inventory is why they are not filling their
orders near 100%. The key to filling
orders is not more inventory, but better
inventory. It is all too common to hear,
“Orders are incomplete because we need
more stock,” in a company with a sales to
inventory ratio in the 20%-25% range.
This is the same company who will be
found scrambling like mad a few weeks
before the board meeting to reduce inven-
tory. Companies in this situation tend to
go through painful severe cycles of under-
stock with overbuying and overstock with
panic dumping of inventories.

Why do you have too much of some
items and not enough of others?

By now, the answer to this question
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should be already clear to you. Emotional
reactions, and less than sound purchasing
practices based on the boom and bust cycle
can doom you forever to the wasted time,
money and warehouse space that will surely
accompany poor inventory management.

If purchases are made based on a cycli-
cal, emotional basis, “across the board”
purchases of as many inventory items as
possible are often made, without regard to
actual need of each item being purchased.
When you make purchases without the
proper planning and the proper quantities
based on your sound philosophies, you
will most likely end up with the wrong
quantities of the wrong items.

What Can You Do About It?

This cycle can be broken by having a
solid, logical, and consistent approach to
buying and stocking inventory. Sensible
sales tracking and sales projections,
accompanied with a small but adequate
safety stock, keeps inventories low and

order fill rates high.
Sounds great,
doesn’t it? What com-

Your Sales to Inventory Ratio

What Kind of Shape is Your Inventory In?

Your Grade

pany would not want to
save money by reduc-
ing inventories while
increasing customer
satisfaction by sending
more complete orders?
How does that happen? What’s the catch?
Emotion is the catch.

The only time inventories can be man-
aged effectively is when management
makes a long term commitment to sound
policies. Once inventory management
becomes a priority and decisions are based
on facts and solid projections, not emotions
or “gut feel,” you are well on your way to
success. This involves
making all of the
departments involved in
stock procurement and
management aware of
the importance of effec-
tive inventory manage-
ment. It takes a solid
commitment to stay out

15% -

10% - 15%
20%
20%+

Your Service Level
98% - 100%
95% - 98%
Below 95%

Good
Probably Needs Improvement

Poor

of the bust and boom cycles of overstock
and understock. It means finding a person
or committee that is responsible, day in and
day out, for designing, implementing. and
measuring the success of an effective
inventory management plan. It may mean
employing outside consultants or creating a
new position to manage such an important
and valuable asset. O

How Good is Your Service Level?

Your Grade
Good

Probably Needs Improvement

Poor
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