
RISK OF HOLDING INVENTORY 
 

The opportunities for reducing levels can be found in; 
 

 The  implementation of JIT and other inventory strategies 

 The exchange of information between different role players in the SC 

 Managements attempts to reduce uncertainty. 
 
 

Inventory Holding is risky because of 
 

 The capital invested in it 

 Possible obsolescence 
 

Typical measures of inventory exposure 
  

 Time duration 

 Depth of commitment 

 Width of commitment 
 

RISKS FOR MANUFACTURERS RISK FOR WHOLESALERS RISK FOR RETAILERS 

 inventory risk is long term  purchase large quantities from 
wholesalers  and sells smaller quantities 
to retailers 

 inventory management is about the velocity of 
buying and selling 

 commitment begins with raw material 
and component parts purchase, 
includes work in process and ends 
with finished goods 

 Economic justification of a wholesaler is 
the capability to provide customers an 
assortment of merchandise from 
different manf in specific quantities 

 Retailers purchase a wide variety of products 
and assume substantial risk in the marketing 
process 

 Finished goods are often positioned in 
warehouses in anticipation of 
customer demand 

 Challenge is product line expansion to 
the point where the width of the 
inventory risk approaches that of a 
retailer, while depth and duration of 
risk remain characteristic of traditional 
wholesaling. 

 

 Retail risk can be viewed a wide but not deep. 

 In some situations manf are required 
to consign inventory to customer 
facilities.  

  

 This practice shifts inventory risk to 
the manufacturer 

  



FUNCTIONS OF INVENTORY 

There is a trade-off between  

 inventory holding &  

 other logistics activities 

to achieve lowest total cost 

 

Functions of inventory 

Geographical Specialisation  Allows geographical positioning across multiple manufacturing and 
distributive units of an enterprise.  

 Inventory maintained at different locations and stages of the value-
creation process allows specialisation. 

Decoupling  Allows economy of scale within a single facility & 

 Permits each process to operate @ maximum efficiency rate 

 Rather than having the speed of the entire process constrained by 
the slowest. 

Supply/Demand balancing  Accommodates elapsed time between inventory availability and 
consumption. 

Buffer uncertainty  Accommodates uncertainty related to demand in excess of forecast 
or unexpected delays in order receipt and order processing in 
delivery and is typically referred to as safety stock. 

 

 



INVENTORY RELATED CONCEPTS 

  

INVENTORY POLICY 

 Drives the desired inventory performance 

 It consists of guidelines concerning 
o What to purchase/manufacture 
o When to take action & 
o In what quantity 

 It is also concerned  

Performance Cycle 

 Is the elapsed time between the 
release of a purchase order by a buyer 
to the receipt of shipment. 

Case Fill Rate 

 Is the % of cases or units ordered 
that are shipped as requested. 

Line Fill Rate 

 The % of order lines filled 
completely.  

Order Fill Rate 

 % of customers’ orders filled 
completely. 

SERVICE LEVEL 

 Is a performance target specified by man and defines inventory 
performance objectives. 

 Is measured in terms of an order cycle time, case fill rate , line fill 
rate, order fill rate 

 

AVERAGE INVENTORY 

 The materials, components, work in progress and finished product typically stocked 
are referred to as inventory 

 The typical amount across time is referred to as average inventory. And Is 
measured in terms of an order cycle time, case fill rate , line fill rate, order fill rate 

 Average inventory comprises cyclic inventory and safety stock for each facility 
 

 

Order quantity 

 The amount ordered for 
replenishment 

Transit Inventory 

 The amount typically in 
transit between facilities 
or on order  

Obsolete inventory 

 The stock that is out-of-
date/has not experienced 
recent demand.  

Speculative inventory 

 Is bought prior to need to 
hedge a currency exchange/to 
take advantage of discount  

Safety Stock 

 The remainder of inventory 
in the typical logistics system 

 
Typical Average inventory = 
 
One ½ order quantity + safety stock & transit stock 



INVENTORY CARRYING COST 

Inventory Carrying Cost is the expense associated with maintaining inventory 

 

Calculated as follow: 

 

 

 

 

 

Consists of:  

 

Multiplying 
 

average inventory (half order quantity plus safety stock) 
 

by 
 

inventory carrying cost percentage. 

Capital 

 Capital assessments range from 

prime interest rate to a higher 

managerially determined percentage 

 Cost of capital may vary significantly 

by firm and industry.  

 Firms that are aggressive in use of 

cash will typically employ a higher 

cost of capital percentage. 

Taxes 

 Local taxing authorities assess taxes 

on inventory held in warehouses.  

 Tax rate and means of assessment 

vary by location.  

 Tax expense is usually a direct levy 
based on invent level on a specific 
day or average inventory level over a 
period of time. 

Insurance 

 Is an expense based upon estimated risk or loss over 

time.  

 Loss risk depends on the product and facility storing 

the product.  

 High value products that are easily stolen and 

hazardous has high insurance cost.  

 Insurance cost is also influenced by security cameras 

and sprinkler systems that might help reduce risk. 

  

Obsolescence 

 Results from deterioration of product during 

storage 

 Obsolescence also includes financial loss when a 

product no longer has fashion appeal or no longer 

any demand.  

 These costs are estimated on the basis of past 

experience concerning markdowns, donations. 

Storage 

 This is facility expense related to 

product holding rather than product 

handling. 



INVENTORY CARRYING COST 

Impact on Financial Records and Finance 

 

 

 

 

 

 

 

 

 

 

 

 

Impact on logistics decisions and Strategies 

 

 

 

 

 

 The only place where inventory is reflected = in the financial Statements of an 
enterprise = in the Balance Sheet shown as a current asset. 

 The major element of inventory carrying costs results from the capital invested in 
inventory. 

 
EXAMPLE: 

o Having R500 000 inventory (reflected as an asset in the balance sheet) 
implies that there is R500 000 less in capital available for other uses 

o The R500 000 must be borrowed as working capital to pay for inventory 
(the enterprise must pay interest on the borrowed funds OR retained 
earnings must be reduced by R500 000 (the enterprise cannot invest the 
retained earnings for other projects). 

 

 While Inventory carrying cost is not a direct entry in the income statement, it has 
significant impact on the enterprise’s finance 

 Average inventory comprises cyclic inventory and safety stock for each facility 
 

 

 There is usually some discretion when the % ages of carrying costs are determined. 
 

 A relatively low carrying cost% reduces the influence of inventory costs on total 
cost decisions AND makes transport costs relatively more important. 

 Thus, lower carrying cost percentages result in strategies that replace expensive 
transport with relatively cheaper inventory 
 

 High carrying cost % ages divert logistics strategies in the opposite direction AND 
THUS result in efforts to centralise inventory in a small number of locations AND 
allow for longer (therefore more expensive) transport movements. 
 

 


