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Effective inventory control and management ensure that companies can meet customer demand efficiently while maintaining optimal inventory levels. Inventory represents one of the most valuable assets for any business, particularly within manufacturing and supply chain management. Essentially, inventory refers to all the items and materials a
company holds, ranging from raw materials awaiting production to finished goods ready for sale.Effective inventory management ensures a business can meet customer demand without accumulating excessive inventory, which ties up capital and increases storage costs.By implementing a robust inventory management system, companies can optimize
their inventory levels, ensuring they have enough to maintain smooth business operations but not so much that it hampers their cash flow.Understanding the different types of inventoryraw materials, work in progress, finished goods, and maintenance suppliesis crucial for maintaining a balanced balance sheet and improving overall supply chain
efficiency.This overview of inventory examples is a foundation for exploring how strategic inventory control supports production processes and enhances revenue generation and customer satisfaction.Defining InventoryInventory encompasses all items a business holds, from raw materials required for production to the finished goods inventory ready
for sale.At its core, inventory is a major asset, a current asset on a companys balance sheet, pivotal for day-to-day operations, and directly impacts cash flow and revenue generation.Effective inventory management allows companies to balance their stock levelsensuring there is neither too much inventory, which can elevate carrying costs and tie up
capital, nor too little, which risks lost sales and customer dissatisfaction.Role in Supply Chain: Inventory is integral to the supply chain, bridging production and customer fulfillment. Proper inventory management ensures that materials work in progress and finished products flow efficiently from one stage to the next, aligning production schedules
with market demand.Asset Management: Using advanced inventory management software and techniques like ABC analysis and economic order quantity, businesses can optimize how much inventory they hold at any given time, improving their inventory turnover ratio and reducing wasted inventory.Strategic Importance: Inventory control is not just
about managing goodsits about foresight into future demand, understanding market trends, and preparing for future purchasing needs. It supports just-in-time manufacturing models, reduces excess inventory, and minimizes storage costs.Inventory Turnover: A key indicator of efficiency in inventory management is the inventory turnover ratio, which
measures how quickly inventory is sold and replaced over a period. A higher turnover indicates efficient management and strong sales, whereas a lower turnover might suggest excess inventory or inadequate sales.Future Purchasing Power: Effective inventory management increases a companys purchasing power. By maintaining optimal inventory
levels and ensuring efficient use of resources, companies can free up capital that can be invested in other areas of business growth or innovation.Types of Inventorylnventory management is crucial for meeting customer demand and optimizing production processes in the shipping and logistics industries.Typically, things are categorized into four main
types of inventory: Raw Materials, Work-in-Progress (WIP), Finished Goods, and Maintenance, Repair, and Operations (MRO) Supplies.Each category has a distinct role in the supply chain and contributes differently to business operations and financial health.Raw MaterialsRaw materials are the fundamental components necessary for manufacturing
products. They are the first link in the inventory chain and are typically stored in warehouses until needed in production.Effective tracking of raw materials inventory ensures enough raw materials are on hand to meet production schedules without overstocking, which can tie up cash flow and increase storage costs.Work-in-Progress (WIP)Work-in-
Progress inventory includes items currently being transformed into finished goods through manufacturing processes. This type of inventory is critical as it directly ties into production efficiency and inventory turnover ratios.Managing WIP inventory requires a delicate balance to ensure that production runs smoothly without delays. This requires
aligning closely with demand forecasting to adjust production rates and inventory levels as needed.Finished GoodsFinished goods are the end products that emerge from the production process and are ready to be sold to customers. This type of inventory is directly correlated with revenue generation and customer satisfaction.Efficient inventory
management systems ensure that finished goods are adequately stocked to meet customer orders without leading to excess inventory or outdated stock.Maintenance, Repair, and Operations (MRO) SuppliesMRO supplies include items necessary for the production process but do not become part of the finished product. These include lubricants,
cleaning agents, safety equipment, and repair tools.Although they do not directly contribute to the finished goods, MRO supplies are crucial for maintaining smooth operational capabilities and ensuring that manufacturing equipment operates at peak efficiency, supporting ongoing assets and minimizing downtime.Inventory Management in
LogisticsEffective inventory management software is crucial in logistics and shipping industries, impacting cost efficiency and customer satisfaction.Optimizing inventory levels ensures that companies can meet demand without the financial burden of overstocking, which can immobilize capital and escalate carrying costs.Decoupling InventoryOne key
strategy is decoupling inventory, which involves maintaining a buffer stock to protect against production stoppages between different stages of the manufacturing process.This strategy is essential for managing inventory flow smoothly, particularly in complex supply chains where delays in one stage of manufacturing inventory can disrupt the entire
production schedule.Just-in-Time (JIT) InventoryThe Just-in-Time (JIT) method allows companies to reduce warehouse inventory by arranging for goods to arrive only as they are needed in the production process. This method minimizes the cost of goods sold by reducing idle inventory and helps maintain a lean manufacturing system.It requires more
work in process inventory, precise demand forecasting, and robust relationships with suppliers to ensure the timely delivery of inventory items.ABC AnalysisAnother useful approach for defining inventory is ABC analysis, which divides inventory into three groups (A, B, and C) depending on its relevance and value to the business.This allows businesses
to prioritize managing their most valuable assets (Category A), ensuring they never run into shortages while optimizing the management of less critical inventory (Categories B and C), which helps reduce excessive inventory and improve inventory turnover.Safety Stock ManagementMaintaining safety stock is another critical strategy within the
inventory management system. It acts as a protective buffer against fluctuations in customer demand and supply delays.By accurately forecasting future demand and analyzing past inventory turnover data, companies can determine the appropriate level of safety stock to hold, ensuring they can always meet customer orders without having too much
inventory.Weighted Average Cost MethodImplementing the weighted average cost accounting method helps companies assess their inventory value more accurately by averaging the cost of goods available for sale with the average inventory used during the period.This method is vital for businesses dealing with large volumes of inventory purchases,
and consistent tracking and valuation are needed to manage costs and pricing strategies effectively.Inventory ReplenishmentEffective replenishment strategies are essential to maintaining optimal inventory levels. By tracking inventory counts and analyzing sales data, companies can set reorder points that automatically trigger restocking when the
inventory count drops to a predefined level.This approach ensures that inventory is replenished just in time to meet anticipated customer demand, reducing the risk of excess inventory and associated storage costs.These strategies collectively ensure proper inventory control, optimizing the cost and availability of products.Through careful inventory
analysis, forecasting, tracking, and valuation, companies within the shipping and logistics industries can significantly enhance their operational efficiency and revenue generation, all while satisfying customer demands and maintaining a healthy balance sheet.Challenges in Inventory ManagementEffective inventory management presents numerous
challenges impacting a companys operational efficiency and cost structure. Addressing these issues is essential for maintaining a smooth flow of business operations and reducing unnecessary expenditures.Demand Forecasting: Accurately predicting customer demand is crucial for maintaining optimal inventory levels. Poor forecasting can lead to
excess inventory, tying up valuable resources, or too little inventory, resulting in lost sales and customer dissatisfaction.Inventory Shrinkage: Loss of inventory due to theft, damage, or administrative errors can significantly affect the accuracy of inventory tracking and the overall inventory value, leading to financial discrepancies and operational
challenges.Storage Costs: Holding inventory incurs storage costs, which can escalate if inventory is not managed efficiently. Excessive inventory levels can increase these costs disproportionately and affect the companys profitability.Manufacturing Delays: Delays in manufacturing can disrupt the entire inventory flow, from raw materials to finished
goods. These delays can result from equipment malfunctions, supply chain disruptions, or workforce issues, directly impacting inventory levels and the ability to meet customer demand on time.Complexity of Managing Different Types of Inventory: Companies often struggle with managing different types of inventoryeach requiring distinct strategies
for optimization and control. For instance, raw materials and finished products may have different storage requirements, turnover rates, and management technologies.Inventory Accuracy: Maintaining accurate inventory counts is crucial for effective inventory control and management. Discrepancies in inventory records can lead to overstocking or
stockouts, impacting revenue generation and operational efficiency.Regulatory Compliance: Adhering to regulatory requirements for certain types of inventory, especially in industries like pharmaceuticals and chemicals, adds another layer of complexity. Compliance ensures safety and legal standards are met but can also increase the cost and effort
involved in inventory management.Economic Order Quantity (EOQ): Calculating the optimal order quantity that minimizes ordering and holding costs is challenging. Incorrect calculations can lead to excess inventory or frequent restocking, eroding profitability.Decoupling Inventory Risks: Managing the risks associated with decoupling
inventoryinventory kept between different stages of the production process to buffer against uncertaintiesis critical. Mismanagement here can lead to either unnecessary capital lockup or production stoppages.Overcoming these challenges is vital for ensuring that proper inventory management practices contribute positively to a companys revenue
generation and help maintain a competitive edge in the market.Proper inventory analysis and advanced inventory management systems can significantly aid businesses in minimizing these risks and boosting overall efficiency.ConclusionUnderstanding the various types of inventoryraw materials, work-in-process, finished products, and MRO suppliesis
fundamental for any business involved in manufacturing and logistics. Effective inventory control and management ensure that companies can meet customer demand efficiently while maintaining optimal inventory levels.This not only preserves the value of inventory items and the companys inventory as a current asset but also minimizes costs
associated with inventory sitting and storage.Improved inventory control practices, such as strategic inventory forecasting and precise tracking, significantly enhance operational efficiencies.By refining these processes, businesses can ensure a smoother flow of goods through production schedules, reduce waste due to excess inventory, and optimize
the use of operating supplies.Adopting advanced inventory accounting methods and continuous inventory analysis increases profitability and supports sustainable business growth in competitive sectors. HOMEInventory ManagementWhat is Inventory? Definition, types and impactGuide5 mins read | Posted on May 13, 2024 | By TanoyThe definition of
inventory changes slightly depending on the industry. Heres a small list of definitions:Most common definitionInventory refers to all the items, goods, merchandise, and materials held by a businessfor selling in the market to earn a profit.Example: If a newspaper vendor uses a vehicle to deliver newspapers to the customers, only the newspaper will be
considered inventory. The vehicle will be treatedas an asset.In a manufacturing business, inventoryis not only the final product manufactured and ready to sell, but also the raw materials used inproduction and the semi-finished goodsin the warehouse oron thefactory floor.Example:For acookie manufacturer, inventory will include thepackets
ofcookiesthat are ready to sell,thesemi-finished stock ofcookies that havent been cooled or packed yet, thecookiesset aside for quality checking, and raw materials like sugar, milk,andflour.In a service industry, since there is no exchange of physical stock, the inventory is mostly intangible in nature.So the service industry inventorymostly includesthe
steps involved before completing a sale.Example: For a research consultancy firm, inventory consists of all the information collected for a project. In the hotel industry, a vacant room is inventory for the owner.If we break down all the definitions,we cansee that there are certain similarities:Inventoryis:i) An asset, tangible or intangible,ii) An asset that
can be realized for revenue generation or has a value for exchange, oriii) An asset which is in process but is meant for sale in the marketWhat are the different types of inventory?Now, lets focus on some of the types. To make it easier to understand, lets continue with the example of a cookie manufacturer :Raw materialsRaw materials consist of all
the items that are processed to make the final product. In acookie manufacturing company,the raw materials areitems like milk, sugar,andflour that are used in the different stages of production.When we talk about raw materials, it is essential to understand that raw materials used by a manufacturing company caneitherbe sourced from a supplier
orbe a by-product of a process.Inourcookie manufacturing company, the raw materials will be mostly sourced fromvarious suppliers. However, in a sugar manufacturing company, only thesugarcaneis brought in from different farmers.When it is processed in the factory to extractthejuice,the residualsubstance isknown asbagasse. The juice is sent for
boiling and the bagasse is used as a fuel.Here, the sugarcane, juice,andbagasse willallbe treated as raw materials.The concept of raw materials as inventory items exists only in the manufacturing industry. In a trading industry, there is no processing or manufacturing involved, so there are no raw materials.Work inprogressWhenraw materials have
been sent for processing but have not yet been approved as finished goods, this stage is known as work in progress. In a cookie manufacturing company, after the raw materials have been processed and the cookies have been molded, they go for a quality check before they are passed for final packaging. All the cookies which are waiting for their
quality check are considered work in progress. To put it in simple words, the work in progress category consists of all the items that have been processed but not sent for sale.Finished goodsFinished goods are the final items that are ready for sale in the market.Thesegoodshave passed through all stages of production and quality checking. So for
thecookie manufacturer, the final packets ofcookies that are sent to the market for selling after undergoing quality checks will be the finished goods.Raw materials, semi-finished goods, and finished goods are the three main categories of inventory that are accounted for in a companys financial accounts. There are other types as well which are
maintained as a precautionary measure or for some other specific purpose.MRO stands for Maintenance Repairing and Operating supplies, this type of inventory is mostly relevant for manufacturing industries. MRO items are not accounted as inventory items in books of accounts, however, they play a crucial role in the day-to-day working of an
organization. MRO supplies are used for maintenance, repair, and upkeep of the machines, tools, and other equipment used in the production process. Some examples of MRO items are lubricants, coolants, uniforms and gloves, nuts, bolts, and screws.Buffer inventoryln a manufacturing ora trading business,fluctuations
andmarketmovementscannotalwaysbepredicted. Such changes canhave a negative impact on the sales or production process,which can lead toout-of-stock situations.Buffer inventoryattempts to compensate for this byfollowing the adagethat prevention is better than cure. Buffer inventory(also known as safety stock),consists of the items stored in the
warehouse of a store or a factory to cushion the impact ofunexpected shocks.A sudden spike in demand, delay in transport,orlaborstrikecan be managed ifsufficientbuffer inventory is maintained.Cycle inventoryCycle inventory is a term used to describe the items that are ordered in lot sizes and on a regular basis. Cycle inventories are usually
materials which are directly used in the production or they are part of some regular process.Decoupling inventoryMost manufacturingis carried on by multiple machines. Theoutput of one machine isfed into the next machine for further processing. However, the processonly works smoothly if all the machines work in tandem. A breakdown in any of
the machines canderail the entire process,whichis whendecoupling inventory comes into the picture. Decoupling inventoryconsists ofitems which are keptin reserve to beprocessed by another machine if the previous machine fails to produceits usual output. In our example ofcookie manufacturing, after thedough has been molded, it goesto the ovenfor
baking.To prevent abreakdowninone of the molding machines can delaying thebaking process,the manufacturer might keep some extra pieces of moldeddoughwhich can be sent to the oven for baking while the machine is being repaired.Transit inventoryTransit inventory refers to items that are being moved from one location to another, such as raw
materials being transported to the factory by railway or finished goods being transported to the store by truck.What is the impact of inventory in businessesInventory is a major asset for any manufacturing or trading business, so its important for business owners to understand what it really means. In addition to the common definition, certain
industries like manufacturing and service use specialized definitions that account for all of the assets relevant to that industry. Knowing the different types of inventory, including types that arent specifically used in accounting, can help business owners understand how their inventory is working for them. If you wish to learn more about the inventory
management process, then check out this video to get a quick overview of that.Thank you! Our team will get in touch with you shortly. The term inventory refers to the raw materials used in production as well as the goods produced that are available for sale. A company's inventory represents one of the most important assets it has because the
turnover of inventory represents one of the primary sources of revenue generation and subsequent earnings for the company's shareholders. There are three types of inventory, including raw materials, work-in-progress, and finished goods.It is categorized as a current asset on a company's balance sheet. Inventory is the raw materials used to produce
goods as well as the goods that are available for sale.lt is classified as a current asset on a company's balance sheet.The three types of inventory include raw materials, work-in-progress, and finished goods.Inventory is valued in one of three ways, including the first-in, first-out method; the last-in, first-out method; and the weighted average
method.Inventory management allows businesses to minimize inventory costs as they create or receive goods on an as-needed basis. Inventory is a very important asset for any company. It is defined as the array of goods used in production or finished goods held by a company during its normal course of business. There are three general categories of
inventory, including raw materials (any supplies that are used to produce finished goods), work-in-progress (WIP), and finished goods or those that are ready for sale. As noted above, inventory is classified as a current asset on a company's balance sheet, and it serves as a buffer between manufacturing and order fulfillment. When an inventory item is
sold, its carrying cost transfers to the cost of goods sold (COGS) category on the income statement. Under U.S. GAAP (Generally Accepted Accounting Policies), inventory can be valued in three ways. These methods are the:First-in, first-out (FIFO) method, which says that the COGS is based on the cost of the earliest purchased materials. The carrying
cost of the remaining inventory, on the other hand, is based on the cost of the latest purchased materialsLast-in, first-out (LIFO) method. This method states that the COGS is valued using the cost of the latest purchased materials, while the value of the remaining inventory is based on the earliest purchased materials.Weighted average method, which
requires valuing both inventory and the COGS based on the average cost of all materials bought during the period. Company management, analysts, and investors can use a company's inventory turnover to determine how many times it sells its products over a certain period of time. Inventory turnover can indicate whether a company has too much or
too little inventory on hand. Many producers partner with retailers toconsigntheir inventory.Consignmentinventory is the inventory owned by the supplier/producer (generally a wholesaler) but held by a customer (generally a retailer). The customer then purchases the inventory once it has been sold to the end customer or once they consume it (e.g.,
to produce their own products). The benefit to the supplier is that their product is promoted by the customer and readily accessible to end users. The benefit to the customer is that they do not expendcapitaluntil it becomes profitable to them. This means they only purchase it when the end user purchases it from them or until they consume the
inventory for their operations. Remember that inventory is generally categorized as raw materials, work-in-progress, and finished goods. The IRS also classifies merchandise and supplies as additional categories of inventory. Raw materials are unprocessed materials used to produce a good. Examples of raw materials include: Aluminum and steel for
the manufacture of carsFlour for bakeries that produce breadCrude oil held by refineries Work-in-progress inventory is the partially finished goods waiting for completion and resale. WIP inventory is also known as inventory on the production floor. A half-assembled airliner or a partially completed yacht is considered to be a work-in-process inventory.
Finished goods are products that go through the production process, and are completed and ready for sale. Retailers typically refer to this inventory as merchandise. Common examples of merchandise include electronics, clothes, and cars held by retailers. Possessing a high amount of inventory for a long time is usually not a good idea for a business.
That's because of the challenges it presents, including storage costs, spoilage costs, and the threat of obsolescence. Possessing too little inventory also has its disadvantages. For instance, a company runs the risk of market share erosion and losing profit from potential sales. Inventory management forecasts and strategies, such as a just-in-time (JIT)
inventory system (with backflush costing), can help companies minimize inventory costs because goods are created or received only when needed. It's always a good idea for companies to invest in a good inventory management system. This is especially true for larger businesses with multiple sales channels and storage facilities. These systems are
able to identify waste, low turnover, and fraud/robbery. Inventory turnover is a key part of inventory management. Also called stock turnover, this is a metric that measures how much of a company's inventory is sold, replaced, or used and how often. This figure provides insight into how profitable a company is and whether there are inefficiencies that
need to be addressed. Consumer demand is a key indicator that can determine whether inventory levels will turn over at a quick pace or if they won't move at all. Higher demand typically means that a company's products and services will move from the shelves into consumers' hands quickly, while weak demand often leads to a slow turnover rate. A
company's inventory turnover is often expressed as a ratio. The inventory turnover ratio is calculated using the following formula: Inventory Turnover Ratio = COGS Average Value of Inventory Company leaders can use this figure to make important decisions about whether they should continue to manufacture certain products and services or
determine whether there are issues that need to be addressed. Inventory refers to a companys goods and products that are ready to sell, along with the raw materials that are used to produce them. Inventory can be categorized in three different ways, including raw materials, work-in-progress, and finished goods.In accounting, inventory is
considered a current asset because a company typically plans to sell the finished products within a year.Methods to value the inventory include last-in, first-out, first-in, first-out, and the weighted average method. Consider a fashion retailer such as Zara, which operates on a seasonal schedule. Because of the fast fashion nature of turnover, Zara, like
other fashion retailers is under pressure to sell inventory rapidly. Zara's merchandise is an example of inventory in the finished product stage. On the other hand, the fabric and other production materials are considered a raw material form of inventory. One way to track the performance of a business is the speed of its inventory turnover. When a
business sells inventory at a faster rate than its competitors, it incurs lower holding costs and decreased opportunity costs. As a result, they often outperform, since this helps with the efficiency of its sale of goods. Inventory provides businesses with materials to keep their operations going. This includes any raw materials needed in the production of
goods and services, as well as any finished goods that companies sell to consumers on the market. Managing inventory and determining the turnover rate can help companies determine just how successful they are and where they can pick up the slack when the profits begin to dry up.Goods held for resaleFor other uses, see Inventory
(disambiguation).This article needs additional citations for verification. Please help improve this article by adding citations to reliable sources. Unsourced material may be challenged and removed.Find sources:"Inventory"news newspapers books scholar JSTOR (March 2008) (Learn how and when to remove this message)Electronics
inventoryInventory (British English) or stock (American English) is a quantity of the goods and materials that a business holds for the ultimate goal of resale, production or utilisation.[nb 1]Inventory management is a discipline primarily about specifying the shape and placement of stocked goods. It is required at different locations within a facility or
within many locations of a supply network to precede the regular and planned course of production and stock of materials.The concept of inventory, stock or work in process (or work in progress) has been extended from manufacturing systems to service businesses [1][2][3] and projects,[4] by generalizing the definition to be "all work within the
process of productionall work that is or has occurred prior to the completion of production". In the context of a manufacturing production system, inventory refers to all work that has occurredraw materials, partially finished products, finished products prior to sale and departure from the manufacturing system. In the context of services, inventory
refers to all work done prior to sale, including partially process information.There are five basic reasons for keeping an inventory:Time: The time lags present in the supply chain, from supplier to user at every stage, requires that you maintain certain amounts of inventory to use in this lead time. However, in practice, inventory is to be maintained for
consumption during 'variations in lead time'. Lead time itself can be addressed by ordering that many days in advance.[5]Seasonal demand: Demands varies periodically, but producers capacity is fixed. This can lead to stock accumulation, consider for example how goods consumed only in holidays can lead to accumulation of large stocks on the
anticipation of future consumption.Uncertainty: Inventories are maintained as buffers to meet uncertainties in demand, supply and movements of goods.Economies of scale: Ideal condition of "one unit at a time at a place where a user needs it, when he needs it" principle tends to incur lots of costs in terms of logistics. So bulk buying, movement and
storing brings in economies of scale, thus inventory.Appreciation in value: In some situations, some stock gains the required value when it is kept for some time to allow it reach the desired standard for consumption, or for production. For example, beer in the brewing industry.All these stock reasons can apply to any owner or product.Stock Keeping
Unit (SKU) SKUs are clear, internal identification numbers assigned to each of the products and their variants. SKUs can be any combination of letters and numbers chosen, just as long as the system is consistent and used for all the products in the inventory.[6] An SKU code may also be referred to as product code, barcode, part number or MPN
(Manufacturer's Part Number).[7]"New old stock" (sometimes abbreviated NOS) is a term used in business to refer to merchandise being offered for sale that was manufactured long ago but that has never been used. Such merchandise may not be produced anymore, and the new old stock may represent the only market source of a particular item at
the present time.ABC analysis (also known as Pareto analysis) is a method of classifying inventory items based on their contribution to total sales revenue.[citation needed] This can be used to prioritize inventory management efforts and ensure that businesses are focusing on the most important items.[citation needed]Buffer/safety stock: Safety stock
is the additional inventory that a company keeps on hand to mitigate the risk of stockouts or delays in supply chain. It is the extra stock that is kept in reserve above and beyond the regular inventory levels. The purpose of safety stock is to provide a buffer against fluctuations in demand or supply that could otherwise result in stockouts.Reorder level:
Reorder level refers to the point when a company place an order to re-fill the stocks. Reorder point depends on the inventory policy of a company. Some companies place orders when the inventory level is lower than a certain quantity. Some companies place orders periodically.Cycle stock: Used in batch processes, cycle stock is the available
inventory, excluding buffer stock.De-coupling: Buffer stock held between the machines in a single process which serves as a buffer for the next one allowing smooth flow of work instead of waiting the previous or next machine in the same process.Anticipation stock: Building up extra stock for periods of increased demande.g., ice cream for
summer.Pipeline stock: Goods still in transit or in the process of distribution; e.g., they have left the factory but not arrived at the customer yet. Often calculated as: Average Daily / Weekly usage quantity X Lead time in days + Safety stock.While accountants often discuss inventory in terms of goods for sale, organizationsmanufacturers, service-
providers and not-for-profitsalso have inventories (fixtures, equipment, furniture, supplies, parts, etc.) that they do not intend to sell. Manufacturers', distributors', and wholesalers' inventory tends to cluster in warehouses. Retailers' inventory may exist in a warehouse or in a shop or store accessible to customers. Inventories not intended for sale to
customers or to clients may be held in any premises an organization uses. Stock ties up cash and, if uncontrolled, it will be impossible to know the actual level of stocks and therefore difficult to keep the costs associated with holding too much or too little inventory under control.While the reasons for holding stock were covered earlier, most
manufacturing organizations usually divide their "goods for sale" inventory into:Raw materials: Materials and components scheduled for use in making a product.Work in process (WIP): Materials and components that have begun their transformation to finished goods. These are used in process of manufacture and as such these are neither raw
material nor finished goods.[8]Finished goods: Goods ready for sale to customers.Goods for resale: Returned goods that are salable.Stocks in transit: The materials which are not at the seller's location or buyers' location but in between are "stocks in transit". Or we could say, the stocks which left the seller's plant but have not reached the buyer, and
are in transit.Consignment stocks: The inventories where goods are with the buyer, but the actual ownership of goods remains with the seller until the goods are sold. Though the goods were transported to the buyer, payment of goods is done once the goods are sold. Hence such stocks are known as consignment stocks.Maintenance supply.For
example:A canned food manufacturer's materials inventory includes the ingredients to form the foods to be canned, empty cans and their lids (or coils of steel or aluminum for constructing those components), labels, and anything else (solder, glue, etc.) that will form part of a finished can. The firm's work in process includes those materials from the
time of release to the work floor until they become complete and ready for sale to wholesale or retail customers. This may be vats of prepared food, filled cans not yet labeled or sub-assemblies of food components. It may also include finished cans that are not yet packaged into cartons or pallets. Its finished good inventory consists of all the filled and
labeled cans of food in its warehouse that it has manufactured and wishes to sell to food distributors (wholesalers), to grocery stores (retailers), and even perhaps to consumers through arrangements like factory stores and outlet centers.The partially completed work (or work in process) is a measure of inventory built during the work execution of a
capital project,[9][10][11] such as encountered in civilian infrastructure construction or oil and gas. Inventory may not only reflect physical items (such as materials, parts, partially-finished sub-assemblies) but also knowledge work-in-process (such as partially completed engineering designs of components and assemblies to be fabricated).A "virtual
inventory" (also known as a "bank inventory") enables a group of users to share common parts, especially where their availability at short notice may be critical but they are unlikely to required by more than a few bank members at any one time.[12] Virtual inventory also allows distributors and fulfilment houses to ship goods to retailers direct from
stock, regardless of whether the stock is held in a retail store, stock room or warehouse.[13] Virtual inventories allow participants to access a wider mix of products and to reduce the risks involved in carrying inventory for which expected demand does not materialise.[14]There are several costs associated with inventory:Ordering costSetup
costHolding costShortage costs (the costs arising out of inability to supply, including lost revenue, reputational damage, and potential loss of customer loyalty).[15]Inventory proportionality is the goal of demand-driven inventory management. The primary optimal outcome is to have the same number of days' (or hours', etc.) worth of inventory on hand
across all products so that the time of runout of all products would be simultaneous. In such a case, there is no "excess inventory", that is, inventory that would be left over of another product when the first product runs out. Holding excess inventory is sub-optimal because the money spent to obtain and the cost of holding it could have been utilized
better elsewhere, i.e. to the product that just ran out.The secondary goal of inventory proportionality is inventory minimization. By integrating accurate demand forecasting with inventory management, rather than only looking at past averages, a much more accurate and optimal outcome is expected. Integrating demand forecasting into inventory
management in this way also allows for the prediction of the "can fit" point when inventory storage is limited on a per-product basis.The technique of inventory proportionality is most appropriate for inventories that remain unseen by the consumer, as opposed to "keep full" systems where a retail consumer would like to see full shelves of the product
they are buying so as not to think they are buying something old, unwanted or stale; and differentiated from the "trigger point" systems where product is reordered when it hits a certain level; inventory proportionality is used effectively by just-in-time manufacturing processes and retail applications where the product is hidden from view.One early
example of inventory proportionality used in a retail application in the United States was for motor fuel. Motor fuel (e.g. gasoline) is generally stored in underground storage tanks. The motorists do not know whether they are buying gasoline off the top or bottom of the tank, nor need they care. Additionally, these storage tanks have a maximum
capacity and cannot be overfilled. Finally, the product is expensive. Inventory proportionality is used to balance the inventories of the different grades of motor fuel, each stored in dedicated tanks, in proportion to the sales of each grade. Excess inventory is not seen or valued by the consumer, so it is simply cash sunk (literally) into the ground.
Inventory proportionality minimizes the amount of excess inventory carried in underground storage tanks. This application for motor fuel was first developed and implemented by Petrolsoft Corporation in 1990 for Chevron Products Company. Most major oil companies use such systems today.[16]The use of inventory proportionality in the United
States is thought to have been inspired by Japanese just-in-time parts inventory management made famous by Toyota Motors in the 1980s.[17]It seems that around 1880[18] there was a change in manufacturing practice from companies with relatively homogeneous lines of products to horizontally integrated companies with unprecedented diversity
in processes and products. Those companies (especially in metalworking) attempted to achieve success through economies of scopethe gains of jointly producing two or more products in one facility. The managers now needed information on the effect of product-mix decisions on overall profits and therefore needed accurate product-cost information.
A variety of attempts to achieve this were unsuccessful due to the huge overhead of the information processing of the time. However, the burgeoning need for financial reporting after 1900 created unavoidable pressure for financial accounting of stock and the management need to cost manage products became overshadowed. In particular, it was the
need for audited accounts that sealed the fate of managerial cost accounting. The dominance of financial reporting accounting over management accounting remains to this day with few exceptions, and the financial reporting definitions of 'cost' have distorted effective management 'cost' accounting since that time. This is particularly true of
inventory.Hence, high-level financial inventory has these two basic formulas, which relate to the accounting period:Cost of Beginning Inventory at the start of the period + inventory purchases within the period + cost of production within the period = cost of goods availableCost of goods available cost of ending inventory at the end of the period =
cost of goods soldThe benefit of these formulas is that the first absorbs all overheads of production and raw material costs into a value of inventory for reporting. The second formula then creates the new start point for the next period and gives a figure to be subtracted from the sales price to determine some form of sales-margin figure.Manufacturing
management is more interested in inventory turnover ratio or average days to sell inventory since it tells them something about relative inventory levels.Inventory turnover ratio (also known as inventory turns) = cost of goods sold / Average Inventory = Cost of Goods Sold / ((Beginning Inventory + Ending Inventory) / 2)and its inverseAverage Days to
Sell Inventory = Number of Days a Year / Inventory Turnover Ratio = 365 days a year / Inventory Turnover RatioThis ratio estimates how many times the inventory turns over a year. This number tells how much cash/goods are tied up waiting for the process and is a critical measure of process reliability and effectiveness. So a factory with two
inventory turns has six months stock on hand, which is generally not a good figure (depending upon the industry), whereas a factory that moves from six turns to twelve turns has probably improved effectiveness by 100%. This improvement will have some negative results in the financial reporting, since the 'value' now stored in the factory as
inventory is reduced.While these accounting measures of inventory are very useful because of their simplicity, they are also fraught with the danger of their own assumptions. There are, in fact, so many things that can vary hidden under this appearance of simplicity that a variety of 'adjusting' assumptions may be used. These include:Specific
IdentificationLower of cost or marketWeighted Average CostMoving-Average CostFIFO and LIFO.Queueing theory.[19]Inventory Turn is a financial accounting tool for evaluating inventory and it is not necessarily a management tool. Inventory management should be forward looking. The methodology applied is based on historical cost of goods sold.
The ratio may not be able to reflect the usability of future production demand, as well as customer demand.Business models, including Just in Time (JIT) Inventory, Vendor Managed Inventory (VMI) and Customer Managed Inventory (CMI), attempt to minimize on-hand inventory and increase inventory turns. VMI and CMI have gained considerable
attention due to the success of third-party vendors who offer added expertise and knowledge that organizations may not possess.Inventory management also involves risk which varies depending upon a firm's position in the distribution channel. Some typical measures of inventory exposure[definition needed] are width of commitment[definition
needed], time of duration[definition needed] and depth[definition needed].[20]Inventory management in modern days is online oriented and more viable in digital. This type of dynamics order management will require end-to-end visibility, collaboration across fulfillment processes, real-time data automation among different companies, and integration
among multiple systems.[21]Part of a series onAccountingConstant purchasing powerHistorical costManagementTaxMajor typesAuditBudgetCostForensicFinancialFundGovernmentalManagementSocialTaxKey conceptsAccounting periodAccrualConstant purchasing powerEconomic entityFair valueGoing concernHistorical costMatching
principleMaterialityRevenue recognitionUnit of accountSelected accountsAssetsCashCost of goods soldDepreciation/ Amortization (business)EquityExpensesGoodwillLiabilitiesProfitRevenueAccounting standardsGenerally-accepted principlesGenerally-accepted auditing standardsConvergencelnternational Financial Reporting StandardsInternational
Standards on AuditingManagement Accounting PrinciplesFinancial statementsAnnual reportBalance sheetCash-flowEquityIncomeManagement discussionFinancial statement analysisBookkeepingBank reconciliationDebits and creditsDouble-entry systemFIFO and LIFOJournall.edger/ General ledgerTrial
balanceAuditingFinanciallnternalFirmsReportSarbanesOxley ActPeople and organizationsAccountantsAccounting organizationsLuca PacioliDevelopmentHistoryResearchPositive accountingSarbanesOxley ActMisconductCreativeEarnings managementError accountHollywoodOff-balance-sheetTwo sets of booksvteEach country has its own rules about
accounting for inventory that fit with their financial-reporting rules.For example, organizations in the U.S. define inventory to suit their needs within US Generally Accepted Accounting Practices (GAAP), the rules defined by the Financial Accounting Standards Board (FASB) (and others) and enforced by the U.S. Securities and Exchange Commission
(SEC) and other federal and state agencies. Other countries often have similar arrangements but with their own accounting standards and national agencies instead.It is intentional that financial accounting uses standards that allow the public to compare firms' performance, cost accounting functions internally to an organization and potentially with
much greater flexibility. A discussion of inventory from standard and Theory of Constraints-based (throughput) cost accounting perspective follows some examples and a discussion of inventory from a financial accounting perspective.The internal costing/valuation of inventory can be complex. Whereas in the past most enterprises ran simple, one-
process factories, such enterprises are quite probably in the minority in the 21st century. Where 'one process' factories exist, there is a market for the goods created, which establishes an independent market value for the good. Today, with multistage-process companies, there is much inventory that would once have been finished goods which is now
held as 'work in process' (WIP). This needs to be valued in the accounts, but the valuation is a management decision since there is no market for the partially finished product. This somewhat arbitrary 'valuation' of WIP combined with the allocation of overheads to it has led to some unintended and undesirable results.[example needed]An
organization's inventory can appear a mixed blessing, since it counts as an asset on the balance sheet, but it also ties up money that could serve for other purposes and requires additional expense for its protection. Inventory may also cause significant tax expenses, depending on particular countries' laws regarding depreciation of inventory, as in
Thor Power Tool Company v. Commissioner.Inventory appears as a current asset on an organization's balance sheet because the organization can, in principle, turn it into cash by selling it. Some organizations hold larger inventories than their operations require in order to inflate their apparent asset value and their perceived profitability.In addition
to the money tied up by acquiring inventory, inventory also brings associated costs for warehouse space, for utilities, and for insurance to cover staff to handle and protect it from fire and other disasters, obsolescence, shrinkage (theft and errors), and others. Such holding costs can mount up: between a third and a half of its acquisition value per year.
Businesses that stock too little inventory cannot take advantage of large orders from customers if they cannot deliver. The conflicting objectives of cost control and customer service often put an organization's financial and operating managers against its sales and marketing departments. Salespeople, in particular, often receive sales-commission
payments, so unavailable goods may reduce their potential personal income. This conflict can be minimised by reducing production time to being near or less than customers' expected delivery time. This effort, known as "Lean production" will significantly reduce working capital tied up in inventory and reduce manufacturing costs (See the Toyota
Production System).By helping the organization to make better decisions, the accountants can help the public sector to change in a very positive way that delivers increased value for the taxpayer's investment. It can also help to incentive's progress and to ensure that reforms are sustainable and effective in the long term, by ensuring that success is
appropriately recognized in both the formal and informal reward systems of the organization.To say that they have a key role to play is an understatement. Finance is connected to most, if not all, of the key business processes within the organization. It should be steering the stewardship and accountability systems that ensure that the organization is
conducting its business in an appropriate, ethical manner. It is critical that these foundations are firmly laid. So often they are the litmus test by which public confidence in the institution is either won or lost.Finance should also be providing the information, analysis and advice to enable the organizations' service managers to operate effectively. This
goes beyond the traditional preoccupation with budgetshow much have we spent so far, how much do we have left to spend? It is about helping the organization to better understand its own performance. That means making the connections and understanding the relationships between given inputsthe resources brought to bearand the outputs and
outcomes that they achieve. It is also about understanding and actively managing risks within the organization and its activities.Main article: FIFO and LIFO accountingWhen a merchant buys goods from inventory, the value of the inventory account is reduced by the cost of goods sold (COGS). This is simple where the cost has not varied across those
held in stock; but where it has, then an agreed method must be derived to evaluate it. For inventory items that one cannot track individually, accountants must choose a method that fits the nature of the sale. Two popular methods in use are: FIFO (first in, first out) and LIFO (last in, first out).FIFO treats the first unit that arrived in inventory as the
first one sold. FIFO results in inventory on the balance sheet reflecting the most recent purchase costs, thereby providing a closer approximation of current inventory value. LIFO considers the last unit arriving in inventory as the first one sold. Which method an accountant selects can have a significant effect on net income and book value and, in turn,
on taxation. Using LIFO accounting for inventory, a company generally reports lower net income and lower book value, due to the effects of inflation. This generally results in lower taxation. Due to LIFO's potential to skew inventory value, UK GAAP and IAS have effectively banned LIFO inventory accounting. LIFO accounting is permitted in the
United States subject to section 472 of the Internal Revenue Code.[22]Main article: Standard cost accountingStandard cost accounting uses ratios called efficiencies that compare the labour and materials actually used to produce a good with those that the same goods would have required under "standard" conditions. As long as actual and standard
conditions are similar, few problems arise. Unfortunately, standard cost accounting methods developed about 100 years ago, when labor comprised the most important cost in manufactured goods. Standard methods continue to emphasize labor efficiency even though that resource now constitutes a (very) small part of cost in most cases.Standard
cost accounting can hurt managers, workers, and firms in several ways. For example, a policy decision to increase inventory can harm a manufacturing manager's performance evaluation. Increasing inventory requires increased production, which means that processes must operate at higher rates. When (not if) something goes wrong, the process
takes longer and uses more than the standard labor time. The manager appears responsible for the excess, even though s/he has no control over the production requirement or the problem.In adverse economic times, firms use the same efficiencies to downsize, rightsize, or otherwise reduce their labor force. Workers laid off under those
circumstances have even less control over excess inventory and cost efficiencies than their managers.Many financial and cost accountants have agreed for many years on the desirability of replacing standard cost accounting. They have not, however, found a successor.Eliyahu M. Goldratt developed the Theory of Constraints in part to address the
cost-accounting problems in what he calls the "cost world." He offers a substitute, called throughput accounting, that uses throughput (money for goods sold to customers) in place of output (goods produced that may sell or may boost inventory) and considers labor as a fixed rather than as a variable cost. He defines inventory simply as everything the
organization owns that it plans to sell, including buildings, machinery, and many other things in addition to the categories listed here. Throughput accounting recognizes only one class of variable costs: the truly variable costs, like materials and components, which vary directly with the quantity producedFinished goods inventories remain balance-
sheet assets, but labor-efficiency ratios no longer evaluate managers and workers. Instead of an incentive to reduce labor cost, throughput accounting focuses attention on the relationships between throughput (revenue or income) on one hand and controllable operating expenses and changes in inventory on the other.Inventories also play an
important role in national accounts and the analysis of the business cycle. Some short-term macroeconomic fluctuations are attributed to the inventory cycle.Also known as distressed or expired stock, distressed inventory is inventory whose potential to be sold at a normal cost has passed or will soon pass. In certain industries it could also mean that
the stock is or will soon be impossible to sell. Examples of distressed inventory include products which have reached their expiry date, or have reached a date in advance of expiry at which the planned market will no longer purchase them (e.g. 3 months left to expiry), clothing which is out of fashion, music which is no longer popular and old
newspapers or magazines. It also includes computer or consumer-electronic equipment which is obsolete or discontinued and whose manufacturer is unable to support it, along with products which use that type of equipment e.g. VHS format equipment and videos.[23]In 2001, Cisco wrote off inventory worth US$2.25 billion due to duplicate orders.
[24] This is considered one of the biggest inventory write-offs in business history.[citation needed]Stock rotation is the practice of changing the way inventory is displayed on a regular basis. This is most commonly used in hospitality and retail - particularity where food products are sold. For example, in the case of supermarkets that a customer
frequents on a regular basis, the customer may know exactly what they want and where it is. This results in many customers going straight to the product they seek and do not look at other items on sale. To discourage this practice, stores will rotate the location of stock to encourage customers to look through the entire store. This is in hopes the
customer will pick up items they would not normally see.[25]Inventory credit refers to the use of stock, or inventory, as collateral to raise finance. Where banks may be reluctant to accept traditional collateral, for example in developing countries where land title may be lacking, inventory credit is a potentially important way of overcoming financing
constraints.[26] This is not a new concept; archaeological evidence suggests that it was practiced in Ancient Rome. Obtaining finance against stocks of a wide range of products held in a bonded warehouse is common in much of the world. It is, for example, used with Parmesan cheese in Italy.[27] Inventory credit on the basis of stored agricultural
produce is widely used in Latin American countries and in some Asian countries.[28] A precondition for such credit is that banks must be confident that the stored product will be available if they need to call on the collateral; this implies the existence of a reliable network of certified warehouses.[29] Banks also face problems in valuing the inventory.
The possibility of sudden falls in commodity prices means that they are usually reluctant to lend more than about 60% of the value of the inventory at the time of the loan.International Journal of Inventory ResearchOmega - The International Journal of Management ScienceCash conversion cycleConsignment stockCost of goods soldEconomic order
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raw materials utilized in the manufacturing process. Inventory is among the most valuable assets possessed by a business, as inventory turnover is one of the principal contributors to revenue generation and, consequently, shareholder returns. Inventory is classified as a current asset on the balance sheet of the company. Raw materials, finished
goods, and work-in-progress constitute the three categories of inventory. Geeky Takeaways: Inventory includes both raw materials used in the production of goods and finished goods for sale.Inventory is recorded as a current asset on a company's balance sheet.Inventory is classified into three types, raw materials, work-in-progress, and finished
goods.Types of InventoryThere are four types of inventory, raw materials, work-in-progress (WIP), finished items, and maintenance, repair, and overhaul (MRO). 1. Raw Material: Raw materials are all of the materials that your organization uses to manufacture finished goods. Raw materials can be purchased from any external supplier or can be
produced within the organization. There are two types of raw materials, direct and indirect. Direct raw materials are those that are used directly in the final product. These materials are easy to measure and account for on an individual or batch basis. Indirect raw materials are those that are not part of the completed product but are used during the
manufacturing process. Indirect raw materials are more difficult to identify and account for since they are not tied to specific batches or units. However, these are necessary for the manufacturing process. 2. Work-in-Progress (WIP): Work-in-progress inventory refers to the inventory the production of which has started but is not completed yet. Work-
in-progess inventory needs to go through more stages of production in order to get converted into final goods. It may include both direct and indirect raw materials; the only thing to remember is that the product is not finished and is still in development. 3. Finished Goods: Your finished goods inventory includes all items that are ready to sell. Of
course, depending on the manner of operation you choose, this may include slightly different steps. If you employ a make-to-order technique, the finished product is already produced and ready for shipment to clients. If you employ the make-to-stock workflow, the inventory must be stored in a warehouse until an order arrives. In either case, your
finished goods inventory should be quite simple to account for and track. 4. Maintenance, Repair, and Operations (MRO): As the name suggests, maintenance, repair, and operations (MRO) inventory is essential for keeping your manufacturing running. MRO inventory is only available for consumption and cannot be purchased by customers. What is
Inventory Management?Having an excessive quantity of inventory on hand for an extended period of time is generally a bad idea for a business. This is owing to the difficulties it addresses, such as storage costs, spoilage charges, and the risk of obsolescence. Having too little inventory also has its disadvantages. For example, a company risks losing
market share and future sales revenue. It is generally a good idea for firms to invest in an efficient inventory management system. This is particularly true for larger businesses with several sales channels and storage facilities. These systems can detect waste, low turnover, and fraud/robbery. Importance of Inventory Controllnventory control is
critical for businesses across industries for several reasons, 1. Cost Management: Effective inventory control assists organisations in lowering holding costs associated with excess inventory, such as storage, insurance, and depreciation charges. It also minimises the likelihood of inventory obsolescence, which can result in substantial financial losses.



2. Optimised Cash Flow: Maintaining optimal inventory levels allows organisations to free up cash that might otherwise be locked up in excess inventory. This allows them to better organise resources, invest in expansion prospects, and meet other financial obligations. 3. Customer Satisfaction: Effective inventory management guarantees that
products are available when customers require them. This reduces stockouts and backorders, resulting in greater customer satisfaction and loyalty. Furthermore, firms can avoid stockpiling commodities that may become obsolete, ensuring that clients have access to the most recent offerings. 4. Improved Operational Efficiency: Inventory control
systems offer valuable information about demand patterns, lead times, and reorder points. Businesses can use this data to streamline their procurement, production, and distribution operations, resulting in shorter lead times, fewer stockouts, and more efficient resource allocation. 5. Effective Supply Chain Management: Inventory control is critical
for ensuring smooth and effective supply chain operations. By managing inventory levels with suppliers and distributors, organisations can decrease supply chain interruptions, reduce reliance on expedited shipment, and strengthen relationships with key stakeholders. 6. Reduced Risk of Theft and Loss: Implementing strong inventory control
methods, such as regular audits, security standards, and inventory tracking systems, can help reduce the risk of theft, shrinkage, and inventory inaccuracy. This safeguards firms from financial losses and assures the accuracy of their inventory data. Example of InventoryLet's take an example of inventory for a retail apparel store. 1. Raw Materials:
This store's raw materials would comprise fabrics, buttons, zippers, threads, and other products used in the creation of clothes. 2. Work-in-Progress (WIP): These are partially completed garments that are still being fitted, sewn, or customised. They are not yet available for purchase but are in the production stage. 3. Finished Goods: These are
finished garment items that are ready to sell. This comprises shirts, trousers, dresses, jackets and so forth. 4. Maintenance, Repair, and Operations (MRO) Inventory: This could include products like sewing machines, needles, scissors, hangers, and other tools and equipment required to keep the store running and help the manufacturing process. 5.
Cycle Inventory: Inventory that changes as new collections are launched or existing ones are phased out. For example, the store may stock up on winter goods in the autumn and lower its inventory of summer clothing throughout that time. 6. Seasonal Inventory: Inventory stored in preparation of seasonal demand swings. For example, the retailer
may stock up on swimsuits and beachwear during the summer and coats and scarves during the winter. These are just a few examples of the merchandise that a retail clothes store may handle. Each sort of inventory serves a distinct purpose and necessitates careful management to maximise stocking levels, save costs, and satisfy customer demands.
Inventory TurnoverInventory turnover is an important part of managing inventory. This indicator, often called stock turnover, measures how much and how frequently a company's inventory is sold, replaced, or used. This graph indicates how profitable a company is and whether any shortcomings need to be addressed. Consumer demand is important
in determining whether inventory levels fluctuate quickly or not at all. Higher demand typically suggests that a company's products and services will move quickly from the shelves to consumers' hands, whereas low demand frequently results in a poor turnover rate. A company's inventory turnover is frequently stated as a ratio. The inventory ratio is
calculated by dividing the cost of goods sold by the average inventory value. The inventory turnover ratio is computed using the following formula: Inventory~Ratio=\frac{ COGS} {Average~Value~of~Inventory} This data can be used by company management to make key decisions such as whether to continue manufacturing specific products and
services or whether to handle difficulties that arise. What is Inventory Analysis?Inventory analysis is the act of examining and assessing a company's inventory to acquire insight into its performance, efficiency, and effectiveness. It involves analysing many characteristics of inventory, such as composition, turnover, carrying costs, and replenishment
patterns, in order to inform strategic decisions and improve inventory management procedures. Inventory analysis seeks to provide answers to crucial questions about inventory levels, trends, and drivers, allowing businesses to increase operational efficiency, cut costs, and improve customer service. Benefits of Inventory AnalysisInventory analysis
provides significant advantages to organisations in several industries, 1. Optimised Inventory Levels: By analysing inventory data, firms may identify the best inventory levels to maintain. This helps to avoid overstocking, which takes up capital and warehouse space, as well as stockouts, which can result in lost sales and unsatisfied consumers. 2. Cost
Reduction: Effective inventory analysis can save money by lowering holding costs for surplus inventory, lowering the risk of obsolescence, and expediting procurement processes. 3. Better Cash Flow Management: Maintaining ideal inventory levels prevents capital from being held up in surplus inventory, allowing organisations to use resources more
efficiently and increase cash flow. 4. Enhanced Customer Service: Businesses can boost customer satisfaction and loyalty by keeping the proper things in stock when they're needed. Inventory analysis assists in identifying high-demand items and ensuring their availability. 5. Better Demand Forecasting: Inventory analysis reveals demand patterns and
trends, allowing for more accurate forecasting. This helps to correlate inventory levels with predicted demand, lowering the possibility of stockouts or surplus inventory. 6. Reduced danger of Stockouts: By analysing demand patterns and lead times, firms can proactively manage inventory levels, reducing the danger of stockouts and ensuring that
products are accessible when customers require them. 7. Increased Profitability: Optimising inventory levels and lowering holding costs help to boost profitability. Furthermore, having the proper products in stock allows organisations to capitalise on sales opportunities and maximise revenue. What is the Impact of Inventory on Businesses?Inventory
management has a huge impact on enterprises in several ways, 1. Financial Performance: Inventory makes up an important part of a company's assets. Efficient inventory management has a direct impact on financial KPIs like cash flow, profitability, and ROI. Excess inventory ties up money and incurs holding costs, while stockouts can lead to lost
sales and revenue. 2. Customer Service: Keeping the right quantity of inventory guarantees that products are available when customers require them. Stockouts can result in dissatisfied consumers, lost sales, and damage to reputation. Excess inventory, on the other hand, can clog resources and lead to poor customer service if unpopular items are
overstocked. 3. Supply Chain Efficiency: Inventory management has an impact on the supply chain's efficiency. Effective inventory management strategies can help to reduce lead times, and stockouts, and increase supplier coordination. This results in a more efficient and cost-effective supply chain operation. 4. Production Planning: Inventory levels
affect production planning and scheduling. Accurate demand forecasting and inventory management guarantee that the necessary supplies are available for production, avoiding delays and disturbances in the manufacturing process. 5. Costs: Inventory expenses include holding costs (storage, insurance, obsolescence), ordering costs (procurement,
transportation), and stockout costs (missed sales, rush orders). Poor inventory management can lead to high holding costs from surplus inventory or increased ordering costs from frequent minor orders. 6. Risk Management: Inventory management helps to reduce risks including stockouts, obsolescence, and demand fluctuations. Businesses can
mitigate their exposure to supply chain interruptions and market variations by keeping adequate inventory levels and diversifying product ranges. 1. What is inventory? Answer: Inventory includes both finished products for sale and raw materials needed in the production process. It is a valuable asset for enterprises and contains raw materials, work-
in-progress, and finished products. 2. What are the different types of inventory? Answer: Raw materials (used in production), work-in-progress (partially completed goods), finished goods (available for sale), and maintenance, repair, and overhaul (MRO) inventory (necessary for operations). 3. Why is inventory management important? Answer:
Inventory management helps control costs, optimise cash flow, improve customer happiness, enhance operational efficiency, ensure supply chain effectiveness, and reduce theft and loss. 4. How is inventory turnover calculated? Answer: Inventory turnover, an important indicator in inventory management, is derived by dividing the cost of goods sold
(COGS) by the average value of inventory. It reveals how effectively a company's inventory is sold, replaced, or utilised. 5. What are the benefits of inventory analysis? Answer: Inventory analysis can help optimise inventory levels, reduce costs, improve cash flow management, improve customer service, forecast demand, reduce stockouts, increase
profitability, and manage supply chains efficiently. Definition: Inventory, often called merchandise, refers to goods and materials that a business holds for sale to customers in the near future.In other words, these goods and materials serve no other purpose in the business except to be sold to customers for a profit. They are not used in the produce
things or promote the business. The sole purpose of these current assets is to sell them to customers for a profit, but just because an asset is for sale doesnt mean that its considered inventory. We need to look at three main characteristics of inventory to determine whether an asset should be accounted for as merchandise. What Does Inventory Mean?
What is the definition of inventory?First, the assets must be part of the companys primary business. For instance, a sandwich shops delivery truck is not considered inventory because it has nothing to do with the primary business of making and selling sandwiches. This is considered a fixed asset for the sandwich shop. To a car dealership, on the other
hand, this truck would be considered inventory because they are in the business of selling vehicles.Second, the assets must be available for sale or will soon be ready to sell. If some business assets could be sold but are never actually made available for sale, they arent inventory. These are just assets or investments of the company.Third, the purpose
of owning the assets must be to sell them to customers. Going back to our sandwich shop example, the truck was never meant to be sold to a customer. It was purchased to deliver sandwiches and was sold when it couldnt perform that job. The car dealership, on the other hand, purchases vehicles for the sole purpose of reselling them. Thus, the truck
is considered inventory to them.These characteristics can be applied to all businesses in all industries, so if you ever unsure what should be included or not just remember this inventory template. Types of InventoryAccording to our inventory definition, there are many different types of inventory and each is accounted for slightly differently. Retailers
are the easiest to account for because they typically only have one kind of goods called merchandise. They purchase it from wholesalers or manufacturers as finished products to sell to their customers.Manufacturers, on the other hand, define inventory a little bit differently because they produce their own products to sell to customers. Thus, they
need to account for the inventory at every stage of production. The three categories are raw materials, work-in-process, and finished goods. Lets take a look at each of these categories in the Ford car plant.Raw materials Raw materials are the building blocks to make finished goods. Ford purchases sheet metal, steel bars, and tubing to manufacture
car frames and other parts. When they put these materials into produce and start cutting the bars and shaping the metal, the raw materials become work in process inventories.Work in process Work in process inventory consists of all partially finished products that a manufacturer produces. As the unfinished cars make their way down the assembly
line, they are considered a work-in-progress until they are finished.Finished goods Finished goods are exactly what they sound like. These are the finished products that can be sold to wholesalers, retailers, or even the end users. In Fords case, they are finished cars that are ready to be sent to dealers.Each of these different categories is important
and managing them is key to any business survival. Inventory control is one of the most important concepts for any business especially retailers. Since they purchase goods from manufacturers and resell them to consumers at small margins, they have to manage their purchasing and control the amount of cash that is tied up in merchandise.
Recording Inventory in AccountingThere are many different methods that can be used to record the cost of inventory, but first lets take a look at what each business attributes to the cost.When retailers purchase goods from wholesalers or manufacturers, they record the price that they paid for the goods. This includes sales tax, delivery fees, and any
other fees associated with receiving the goods.Manufacturers, however, must include all the of the production costs and any other cost like packaging that is necessary to make the inventory ready for sale.Businesses typically use one of two different accounting systems to keep track of their goods: periodic and perpetual.The periodic inventory
system is simple and only requires an inventory spreadsheet to keep track of sales and goods remaining in stock. Basically, a count is performed periodically throughout the year to see what was sold and what was left. Although this is a very simple way to keep track of merchandise, it has many downsides.The perpetual inventory system is a highly
sophisticated system that keeps tracks of goods as they are purchased and sold in real time using a bar code scanner and computer system. This is far more accurate than a period system and far more costly. Financial Statement Presentation Examplelnventory is reported on the balance sheet as a current asset. Its typically presented right after cash
and accounts receivable. Retailers typically only list one type of merchandise on their balance sheet where as manufacturers tend to list the three different categories of inventory separately.Using the FIFO, LIFO, or the weighted average costing method, cost is assigned to the inventory that was sold during the year and is reported as cost of goods
sold on the income statement. Inventory Management ExampleGood inventory management is what sets successful retailers apart from unsuccessful ones. Controlling purchasing and evaluating turns helps management understand what they need to stock and what they need to get rid of. It also helps them become more profitable.Management uses
the inventory turnover and the margin ratios to measure the earnings from each piece of merchandise and stock items that will produce more profits for the company. Investors and creditors also look at these ratios as a health indicator of the company.For instance, a retailer with low turns and high margins is a normal. A retailer with low turns and
low margins might indicate the company isnt doing well.Inventory is typically one of the largest assets on a retailers balance sheet and there are plenty of accounting oddities with it. Heres more information about how it is valued and accounted for. Summary DefinitionWhat is inventory?Inventory consists of the goods that a company creates to sell to
customers in the future or stocks to sell to them today. This includes raw materials used to manufacture products for customers as well as merchandise stocked to sell to cusomter today. A key current asset account Inventory is a current asset account found on thebalance sheet,consisting of all raw materials, work-in-progress, and finished goods that
a company has accumulated. It is often deemed the most illiquid of all current assets and, thus, it is excluded from the numerator in the quick ratio calculation.There is an interplay between the inventory account and the cost of goods sold in theincome statement this is discussed in more detail below.Determining the Balance of InventoryThe ending
balance of inventory for a period depends on the volume ofsalesa company makes in each period.The basic formula for ending inventory is:Ending Inventory = Beginning Balance + Purchases Cost of Goods SoldHigher sales (and thus higher cost of goods sold) leads to draining the inventory account. The conceptual explanation for this is that raw
materials, work-in-progress, and finished goods (current assets) are turned into revenue. The cost of goods flows to the income statement via the cost of goods sold (COGS) account.Note the Inventories item in the income statement from CFIs 3-Statement Modeling courseKey HighlightsInventory is a current asset account found on the balance sheet,
consisting of all raw materials, work-in-progress, and finished goods that a company has accumulated.Ending inventory may be calculated using the FIFO method, the LIFO method, specific identification, and the weighted average method.Periodic inventory systems determine the LIFO, FIFO, or weighted average value at the end of every period,
whereas perpetual systems determine the inventory value after every transaction.Inventory and COGSEnding inventory is also determined by the accounting method for cost of goods sold. There are four main methods of inventory calculation:FIFO (first in, first out), LIFO (last in, first out), weighted average, and specific identification. These all have
certain criteria to be applied, and some methods may be prohibited in certain countries under certain accounting standards.In an inflationary period, LIFO will generate higher cost of goods sold than the FIFO method will. As such, using the LIFO method would generate a lower inventory balance than the FIFO method would. This must be kept in
mind when an analyst is analyzing the inventory account.Types of InventoryFinished goodsFinished goods inventory is inventory that has been completely built and is ready for immediate sale. Regardless of the inventory cost method mentioned above, finished goods inventory consists of the raw material cost, direct labor, and an allocation of
overhead.Work-in-progressWork-in-progress inventory consists of all partially completed units in production at a given point in time.Raw materialsRaw materials inventory is any material directly attributable to the production of finished goods but on which work has not yet begun. An example would be steel for a car manufacturer.P&G Inventory
ExampleBelow is an example from Proctor & Gambles 2022 annual report (10-K) which shows a breakdown of its inventory by component. In fiscal 2022, P&G had materials and supplies (raw materials) of approximately $2.2 billion, work in process of $856 million, and finished goods of $3.9 billion.Periodic and Perpetual Inventory SystemsThe type
ofaccounting system used affects the value of the account on the balance sheet. Periodic inventory systems determine the LIFO, FIFO, or weighted average value at the end of every period, whereas perpetual systems determine the inventory value after every transaction.Because of the varying time horizons and the possibility of differing costs, using
a different system will result in a different value. Analysts must account for this difference when analyzing companies that use different inventory systems.Turnover and Accounts PayableThe average inventory balance between two periods is needed to find the turnover ratio, as well as for determining the average number of days required for
inventory turnover. In these calculations, either net sales or cost of goods sold can be used as the numerator, although the latter is generally preferred, as it is a more direct representation of the value of the raw materials, work-in-progress and finished goods ready for sale.Accounts payable turnover requires the value for purchases as the numerator.
This is indirectly linked to the inventory account, as purchases of raw materials and work-in-progress may be made on credit thus, the accounts payable account is impacted.Additional ResourcesFree Accounting Fundamentals Courselnventory WritedownRedundant AssetsEconomic Order Quantity TemplateSee all accounting resources This article
outlines the many types of inventory, provides real-world examples and covers inventory management. Understanding inventory best practices and analysis techniques will help you get the best return on investment (ROI) for your business. Video: What is Inventory? What Is Inventory? Inventory is the accounting of items, component parts and raw
materials a company uses in production, or sells. As a business leader, you practice inventory management in order to ensure that you have enough stock on-hand and to identify when theres a shortage. The verb inventory refers to the act of counting or listing items. As an accounting term, inventory refers to all stock in the various production stages
and is a current asset. By keeping stock, both retailers and manufacturers can continue to sell or build items. Inventory is a major asset for most companies. However, while inventory is an asset on the balance sheet, too much inventory can become a practical liability. Inventory Examples Real-world examples can make inventory models easier to
understand. The following examples demonstrate how the different types of inventory work in retail and manufacturing businesses. Raw Materials/Components:A company that makes T-shirts has components that include fabric, thread, dyes and print designs. Finished Goods:A jewelry manufacturer makes charm necklaces. Staff attaches a necklace
to a preprinted card and slips it into cellophane envelopes to create a finished good ready for sale. The cost of goods (COGS) of the finished good includes the packaging it comes in as well as the labour to make the item. Work In Progress:A cell phone consists of a case, a printed circuit board, and components. The process of assembling the pieces at
a dedicated workstation is WIP. MRO Goods:Maintenance, repair and operating supplies for a condominium community include copy paper, folders, printer toner, gloves, glass cleaner and brooms for sweeping up the grounds. Packing Materials:At a seed company, the primary packing material is the sealed bag that contains, for example, flax seeds.
Placing the flax seed bags into a box for transportation and storage is the secondary packing. Tertiary packing is the shrink wrap required to ship pallets of product cases. Safety Stock:A veterinarian in an isolated community stocks up on disinfectant and dog and cat treats in case the highway floods during spring thaw, delaying delivery trucks. The
veterinarian stocks up on these items to meet customer demand. Anticipated/Smoothing Inventory:An event planner buys discounted spools of ribbon and floral tablecloths in anticipation of the June wedding season. Decoupled Inventory:In a bakery, the decorators keep a store of sugar roses with which to adorn wedding cakesso even when the
ornament teams supply of frosting mix is late, the decorators can keep working. The flowers are part of the cakes design. If the baker ran out of them, they couldnt deliver a finished cake. Cycle Inventory:As a restaurant uses its last 500 paper napkins, the new refill order arrives. The napkins fit easily in the dedicated storage space. Service
Inventory:A caf is open for 12 hours per day, with 10 tables at which diners spend an average of one hour eating a meal. Its service inventory, therefore, is 120 meals per day. Theoretical Inventory Cost:A restaurant aims to spend 30% of its budget on food but discovers the actual spend is 34%. The theoretical inventory is the 4% of food that was lost
or wasted. Book Inventory:The theoretical inventory of stock in the inventory record or system, which may differ from the actual inventory when you perform a count. Transit Inventory:An art store orders and pays for 40 tins of a popular pencil set. The tins are en route from the supplier and, therefore, in transit. Excess Inventory:A shampoo company
produces 50,000 special shampoo bottles that are branded for the summer Olympics, but it only sells 45,000 and the Olympics are overno one wants to buy them, so theyre forced to discount or discard them. What Are the Four Different Inventory Type? There are four main types of inventory: raw materials/components, WIP, finished goods and MRO.
However, some people recognise only three types of inventory, leaving out MRO. Understanding the different types of inventory is essential for making sound financial and production planning choices. 13 Types of Inventory Raw Materials:Raw materials are the materials a company uses to create and finish products. When the product is completed,
the raw materials are typically unrecognisable from their original form, such as oil used to create shampoo. Components:Components are similar to raw materials in that they are the materials a company uses to create and finish products, except that they remain recognisable when the product is completed, such as a screw. Work In Progress
(WIP):WIP inventory refers to items in production and includes raw materials or components, labour, overhead and even packing materials. Finished Goods:Finished goods are items that are ready to sell. Maintenance, Repair and Operations (MRO) Goods:MRO is inventoryoften in the form of suppliesthat supports making a product or the
maintenance of a business. Packing and Packaging Materials:There are three types of packing materials. Primary packing protects the product and makes it usable. Secondary packing is the packaging of the finished good and can include labels or SKU information. The tertiary type of packing is bulk packaging for transport. Safety Stock and
Anticipation Stock:Safety stock is the extra inventory a company buys and stores to cover unexpected events. Safety stock has carrying costs, but it supports customer satisfaction. Similarly, anticipation stock comprises raw materials or finished items a business purchases based on sales and production trends. If a raw materials price is rising or peak
sales time is approaching, a business may purchase safety stock. Decoupling Inventory:Decoupling inventory is the term used for extra items or WIP kept at each production line station to prevent work stoppages. Decoupling inventory is useful if parts of the line work at different speeds and only applies to companies that manufacture goods. Whereas
all companies may have safety stock. Cycle Inventory:Companies order cycle inventory in lots to get the right amount of stock for the lowest storage cost. Learn more about cycle inventory formulas in the Essential Guide to Inventory Planning. Service Inventory:A management accounting concept, service inventory refers to how much service a
business can provide in a given period. A hotel with 10 rooms, for example, has a service inventory of 70 one-night stays in a given week. Transit Inventory:Also known as pipeline inventory, transit inventory is stock thats moving between the manufacturer, warehouses and distribution centres. Transit inventory may take weeks to move between
facilities. Theoretical Inventory:Also called book inventory, theoretical inventory is the least amount of stock a company needs to complete a process without waiting. Theoretical inventory is used mostly in production and the food industry. Its measured using the actual versus theoretical formula. Excess Inventory:Also known as obsolete inventory,
excess inventory is unsold or unused goods or raw materials. A company doesnt expect to use or sell this stock but must pay to store it. What Is Manufacturing Inventory? In manufacturing, inventory consists of in-stock items, raw materials and the components used to make goods. Manufacturers closely track inventory levels to ensure there isnt a
shortage that could stop work. Accounting divides manufacturing stock into raw materials, WIP and finished goods because each type of inventory bears a different cost. Raw materials typically cost less per unit than do finished items. What Does Inventory Mean in the Service Industry? Every company has stock that supports its regular business. For
service companies, this inventory is intangible. A law firms inventory, for example, includes its files. Paper on which to print legal documents is the firms MRO. The Importance of Inventory Control Inventory control helps companies buy the right amount of inventory at the right time. Also called stock control, the process helps optimise inventory
levels, reduces storage costs and prevents stockouts. Find out more in the Essential Guide to Inventory Control. Inventory Best Practices Inventory best practices include careful inventory management. The business saying If you cant measure it, you cant manage it applies here. The first best practice is to track inventory. Others include: Carry Safety
Stock: Also known as buffer stock, these products help keep companies from running out of materials or high-demand items. Once companies deplete their calculated supply, safety stock serves as a backup should the level of demand increase unexpectedly. Invest in a Cloud-based Inventory Management Program: Cloud-based inventory management
systems let companies know in real time where every product and SKU are globally. This data helps an organisation be more responsive, up-to-date, and flexible. Start a Cycle Count Program: Save time, money and customers. Cycle counting benefits extend well past the warehouse by keeping stock reconciled and customers happy. Use Batch/Lot
Tracking: Record information associated with each batch or lot of a product. Some businesses log precise details, such as expiration dates that provide information about their products sellable dates. Companies that do not have perishable goods use batch/lot tracking to understand their products landing costs or shelf lives. What Is Inventory
Process? An inventory process tracks inventory as companies receive, store, manage, and withdraw or consume it as work in progress. Essentially, the inventory process is the lifecycle of goods and raw materials. See a diagram of the inventory process flow and learn more by reading The Essential Guide to Inventory Planning. What Is Inventory
Count? An inventory count is the physical act of counting items in storage or a warehouse. An inventory count also checks the condition of items. For accounting purposes, inventory counts help assess assets and debts. Inventory counts help you understand which stock is moving well. Inventory managers can use that information to forecast stock
needs and manage budgets. To learn more about inventory counting, read the articles on Taking Physical Inventory and Cycle Counting 101. Methods of Recording of Inventory The two methods of recording inventory are periodic and perpetual. In periodic inventory, you count stock at specific times and add the totals to the general ledger. In the
perpetual method, you record changes in stock as they occur. Although any type of business can use periodic inventory, small organisations frequently use it, especially when there are no plans to scale the business. The periodic method requires no special software or equipment. Organisations often use scanner and point-of-sale (POS) devices to do
the real-time counting required for perpetual inventory. To learn more about each method, read The Periodic System: Is It the Right Choice? and The Definitive Guide to Perpetual Inventory. What Is Inventory Turnover? Inventory turnover is the number of times a company sells or uses an item in a specific timeframe. The number can reveal whether
a company has too much inventory on-hand. To determine inventory turnover, use the following equations: Average inventory = (Beginning Inventory + Ending Inventory) / 2 Inventory turnover = Sales + Average Inventory To learn more about inventory turnover, read Inventory Turnover Primer: Calculations, Rates and Analyses. What Is Inventory
Analysis? Inventory analysis is the study of how product demand changes over time. This analysis helps businesses stock the right amount of goods and project how much customers will want in the future. A well-known method for performing inventory analysis is ABC analysis. To perform an ABC analysis, group goods into three categories: A
inventory: A inventory includes the best-selling products that require the least space and cost to store. Many experts say this represents about 20% of your inventory. B inventory: B items move at a similar rate to A items but cost more to store. Generally, this represents about 40% of your inventory. C inventory: The remainder of your stock costs the
most to store and returns the lowest profits. C inventory represents the other 40% of your inventory. ABC analysis leverages the Pareto, or 80/20, principle and should reveal the 20% of your inventory that garners 80% of your profits. A company will want to focus on these items to increase sales and net profit margins. Inventory analysis may
influence the choice of inventory control methods, whether just-in-time or just-in-case. For more information on inventory analysis and control, see the Essential Guide to Inventory Control. Benefits of Inventory Analysis Inventory analysis raises profits by lowering costs and supporting turnover. Inventory analysis also offers these other benefits:
Improves Cash Flow: Inventory analysis helps you identify and reorder items you sell often, so you dont spend money on inventory that moves slowly. Reduces Stockouts: When you understand which inventory customers want most, you can better anticipate demand and prevent stockouts. Increases Customer Satisfaction: Analysing inventory offers
insight into what and how customers purchase goods. Reduces Wasted Inventory: Understanding what, when and how much people buy minimises the need to store obsolete products, as well as when products expire so you can have a strategy behind using them. Reduces Project Delays: Learning about supplier lead times helps you understand when
to reorder and how to avoid late shipments. Improves Pricing From Suppliers and Vendors: Inventory analysis can lead you to order high volumes of products regularly, vs. small volumes on a less reliable schedule. This regularity can put you in a stronger position to negotiate discounts with suppliers. Expands Your Understanding of the Business:
Reviewing inventory provides insights into your stock, customers and business. What Is Demand Forecasting? Demand forecasting is the practice of predicting customer demand by looking at past buying trends, such as promotions and seasonality. Accurately predicting demand provides a better understanding of how much inventory youll need and
reduces the need to store surplus stock. Learn more about demand forecasting in our Essential Guide to Inventory Planning. Benefits of Inventory Management and Accurate Inventory A good inventory management strategy and accurate inventory counts can help save companies money because theyll spend only on items customers buy and simplify
their operations. Read about more benefits in the article Top Inventory Management Benefits. Accounting for Inventory Accounting for inventory is the system that counts and records changes in the value of stock. Raw materials, WIP and finished goods are all assets. Financial accounting for inventory provides an accurate valuation of those stock
assets. Inventory accounting determines the value for stock items and the correct item count. These figures establish the costs of goods sold and the ending inventory value, which factor into the companys overall value. What Is Average Inventory Cost? The average cost of inventory is a method for calculating the per-unit cost of goods sold. To
calculate the average cost, get the sum of the cost of all stock for sale, and divide it by the number of items sold. This method is also called weighted average cost. Learn more about average inventory cost in the article The Key to Using Inventory Cost Accounting Methods in Your Business. NetSuite Software for Managing All Your Inventory Needs
Properly managing inventory can make or break a business. Having insight into your stock at any given moment is critical to success. Decision makers know they need the right tools in place so they can manage their inventory effectively. NetSuite offers a suite of native tools for tracking inventory in multiple locations, determining reorder points and
managing safety stock and cycle counts. Find the right balance between demand and supply across your entire organisation with the demand planning and distribution requirements planning features. NetSuite provides cloud inventory management solutions that are the perfect fit for companies from startups to small businesses to the Fortune 100.
Learn more about how you can use NetSuite to help plan and manage inventory to reduce handling costs and increase cash flow.
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