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Why efficient inventory management is important ?
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Profitability and liquidity 
are directly linked to 

operating cycle.

Inventory management 
is part of management 

of operating cycle.

• It is time required to move the inventory out and 

• Time required to collect receivables.

• In short, it means -- inventory period + receivables period

Operating cycle—

what it is 



Operating Cycle--Example
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Let us assume inventory stays with us—on & average---for 60 days.

Let us further assume, receivables get realized ---on & average ---after 30 days.

So the operating cycle is 90 days [ 60 days plus 30 days ]

This means in an year , operating cycle is completed 4 times. [ 12 m / 3 m ]

Let us further assume –the sales realization at the end of each cycle is 10 lacs.

So in an year the total sales could be 40 lacs [ 10 lacs x 4 times ] assuming all other things being equal.

Let us further assume that the gross profit margin is 4%.  So total gross profit would be 1.6 lacs.



Operating Cycle--example continued 
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• New operating cycle will be 45 days + 30 days = 75 days 

• It means operating cycle turns over 5 times [ 365 days / 
75 days ] 

Now let us assume because of 
efficient working, the 

inventory holding period gets 
reduced to 45 days.

So with the same amount of 
resources / current assets, we 
are able to turn over 5 times 

instead of 4 times.

So the sales realization would 
be 50 lacs[ 10 lacs per cycle x 5 

times ]

Gross profit would be 
50 lacs x 4% = 2 lacs 
[ instead of 1.6 lacs 
earlier]

Let  us see next slide to know  
whether we can also think of  

Cost of Goods sold 



Cost of Goods sold—what it is & how it is arrived at ? 
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Formula is

• Opening inventory 

• plus purchases during the year 

• minus the closing inventory

Let us assume 

• Opening Inventory is Rs.2,00,000—

• Purchases are 20,00,000/*- and 

• Closing Inventory is Rs.4,00,000/*

CoG sold will be 18,00,00/*- [ 2 lacs + 20 lacs minus 4 lacs ]



Inventory Turnover Ratio—

what it is and how it is calculated--Part I 
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• The key question always is : 

• How long does my inventory remain with me  before it gets sold ?   

• For this we need to calculate Inventory Turnover Ratio—formula being as under
• Cost of goods sold / closing inventory 
• 18 lacs / 4 lacs = 4.5 times
• In terms of no. of days, it will be 81 days [ 365 days / 4.5 ]

• So it is clear that it takes about 81 days to get the inventory cleared.

• But the fun with ratios is---
• it cannot be relied upon totally
• Unless we also study the ratio inputs further and / compare with all other ratios / other 

businesses [ of the same type ]

• To know this further please see the next slide. 



Inventory Turnover Ratio—Part II
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We have taken the closing stock as the basis for calculating the ratio.

Actually the ratio could be different if we take average inventory while calculating the ratio.

Let us see whether it gives some other result.

• CoG / Average Inventory [ opening inventory + closing inventory /2]

• 18 lacs / 3 lacs [ 2 lacs + 4 lacs / 2 ] 

• 6 times—

• In terms of no. of days, it will be 61 days – [ 365 days /6 ]

So the ratio has improved by just changing one parameter. 



Inventory Turnover Ratio—Part III

Let us further 
study the data

Closing 
inventory is 4 
lacs whereas 

opening 
inventory is only 

2 lacs.

As a 
businessman, I 
would like to 

know why the 
end of the year 
inventory has 

shot up by 100% 
as compared to 

last year.

My study gives 
me further 

information to 
the effect that 
my Store Dept 

could not 
despatch goods 

worth Rs.1.5 lacs 
on the last of the 

year because 
there was 

transport strike.  
It was moved 

out the next day.

So in effect the 
closing inventory 

was 2.5 lacs.
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So with this modified data, the ratio could be

• CoG sold / closing inventory

• 18 lacs / 2.5 lacs = 7.2 times = 365/7.2 = 51 days.

So –after getting more data ---

• we have three different outputs.

• 81 days

• 61 days

• 51 days

10



Does this apply to you ?

I buy more than 
required inventory 

because 

• I am getting discount

• I am getting comfortable credit period.

• I apprehend that prices of inventory are likely to go up and that I 
need to secure myself against the price rise.

• I am likely to get a big order and hence I should be in readiness to 
execute the order as soon as I receive the same.

• I am told that the concerned inventory items will be in short 
supply very soon. 
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It is still not too late

Let us get to know how much is the ideal level of inventory for our business.

Let us try to know whether we can function with as much reduced inventory as 
possible ?

Whether we can give targets to our team to function with minimum of inventory 
without affecting sales level ?

Whether we can award the team if they achieve more with minimum of inventory ?

Can we avoid the serious problems  –as mentioned in ensuing slides ? 
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Answer 
unfortunately is           

“ NO “ 

• Do we know what is the optimum inventory level ?

• Do we consciously plan for optimum level of 
inventory ?

• Do we know how much is the real cost of carrying 
more than required inventory?

Question is---

are we helping our business by paying attention to below referred issues ?



Thumb rule is to know the latest yearly sales so that 
we  know average monthly sales.

Then we assume that we want at least two months 
inventory so that the production / distribution / sales 

take place smoothly. 

Assuming we require 2 months inventory in stock and 
assuming last year’s sales to be at 24 lacs, the monthly 

average sales will be Rs.2 lacs.

So it follows that the inventory level should be at least 
4 lacs.

• In some cases, the assumption of 
stock level could be different. 
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Thumb Rule—many of 
us tend to apply it—

some may succeed 
but some may not 



What is the real life situation ?

It is not as simple as mentioned in the example given in next 
few slides.

There are more complex situations and challenges and there 
is very little time for the business to think and then act. On 
most of the occasions, the tendency is to act impulsively. 

On more occasions than not—decisions are taken at the 
behest of somebody 

End result---not always favourable and then

Fire fighting operation starts ---akin to the one mentioned in 
the ensuing slides. 

• who may be a key employee 

• or he may be key supplier 

• or may be the owner who prefers to act on his information.

15



How we suffer--? Let us know this by example 

• I am a dealer and my yearly sales are 240 lacs.

• I get credit of 30 days from my supplier.

• I give credit of 30 days to my clients.

• On a given date—let us assume it to be 31st December---, I have the 
following data.
• Stock 20 lacs --- Debtors 20 lacs ---Creditors 20 lacs –

• Net profit margin is 2% [ CC Interest 12% per annum ] 

• So how much should be the stock –assuming the same sales level ?

I have CC limit of  
Rs.20 lacs with 
margin of 25%.
CC utilized is 15 lacs

16



I am paying 1% interest to 
bank per month.

My average monthly 
sales are Rs.20 lacs

Available stock with 
me Rs.20 lacs

• Stock 20 + Debtors 20 Less Creditors 20 = Gap 20 
Less Margin 25% = DP 15 lacMy drawing power is   

I have exhausted my DP 

Factors I need to take into account

17



See what happens when I am tempted to buy more?

• Supplier meets me on 1st Jan-- with an offer of 2% discount with the same 
credit period i.e. 30 days—if I buy stock of Rs.20 lacs.

• I figure out that I am paying interest of 1% to Bank and if I buy Rs.20 lacs 
additional stock, I may end up in paying extra interest of Rs.20000/*- per 
month.

• But I further figure out that I am getting additional stock with 2% discount 
which means saving of Rs.40,000/*

• So further quick calculations at the back of my mind, tell me that I will be 
still gaining Rs.20000/*- [ Rs.40000/*-saving less interest 20000/*-]

• So I am inclined to put up the order. 

18



What happens when the 
payment of Rs.20 lacs 

becomes due on 30th day 

After buying 
additional 
stock of 

Rs.20 lacs, 
my stock 

level goes up 
to Rs.40 lacs.

My normal 
monthly 

sales were 
Rs.20 lacs.

I find that my 
sales team 
does not 

succeed in 
selling stock 

beyond Rs.20 
lacs during 

the month—
despite their 
best efforts.

So I end up in 
having stock 

of Rs.20 
lacs—as of 
31st Jan + 

added to this 
was the usual 
requirement 

to buy 20 
lacs.
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Scenario as of   
1st Feb

At this point of time 
–I am confronted 
with following 
situation. 

Payment of Rs.40 lacs becomes due.

But I have provision to pay only Rs.15 lacs.

So payment of Rs.25 lacs becomes overdue.

I approach the supplier 
with a request to give 
me additional time of 
30 days to pay him 
balance amount of 
Rs.20 lacs.

Supplier agrees to 
give time 

Provided I buy regular quantity worth Rs.20 lacs

Provided I agree to pay interest of 1% on the delayed amounts.

20



What was my response ?

This 
time I 
was 

wiser.

I consulted my 
sales team to 

know how 
much they can 

sell in the 
ensuing 
month.

Almost all of 
them said –it 
is possible to 
sell additional 
inventory of 

Rs.20 lacs 
provided we 

pass on 
discount of 2% 
which accrued 

to us.

I was further 
informed that 
if we are not 
ready to pass 
on discount of 
2%, then we 
may have to 
give credit of 

60 days.

21



What I did thereafter ?

I had two options 

If I accept suppliers’ terms, it meant

Paying 1% delay 
charges [ interest ] 1% 
on 20 lacs—it meant 

20000/*loss

Buying stock of 20 lacs 
when the existing 

stock still remained to 
be sold

So I would have ended 
with 40 lacs stock 
when my monthly 
sales were 20 lacs.

Essentially it meant 
postponing the 

problem and that too 
at a cost of Rs.20k

22



Second option—as given by sales team

Passing on 2% 
discount on Rs.20 
lacs which meant 
loss of Rs.40,000/*

If I was not ready 
for 2% discount on 
Rs.20 lacs, then I 
had to give credit 
period of 60 days.

If I 
accepted 

it, it meant

23



Which option I selected 

In both the solutions--
serious repercussions were 

to follow.

Supplier’s solution

Sales’ Team Solution

•Loss of Rs.20k

•Plus --When I was not able to sell existing stock of 
Rs.20 lacs, I would have been burdened with new 
stock of Rs.20 lacs.

• It meant stock trap 

•Loss of Rs.40k

•Otherwise –credit period of 60 days as against normal 
30 days  —it also meant liquidity trap

•Whatever option I select, it would have meant loss 
and problem to the business.  

24



Third option—the Bank Finance

Since both the options were 
nothing short of loss and stock 
trap or credit trap, I decided to 
approach bank for additional 

funding.

Manager was sympathetic to my 
requirement and agreed to 

process my request.

Manager asked for following 
documents. 

•Latest audited / tentative balance sheet 

•Last three months sales and purchases 

•Cash flow for next three months 

Fortunately for me the data was 
ready and the branch manager 

was kind enough to sanction 
additional cash credit of Rs.20 

lacs on some terms and 
conditions which are mentioned 

in the next slide. 

25



Sanction terms

Additional CC of Rs.15 lacs Period 3 months Rate of interest 12% per annum

Security—

•Hypothecation of stock of Rs.20 lacs—
related to additional finance ]

•Lien on bills in respect of sale of Rs.20 
lacs.

•PA to be registered in favour of the 
Bank—to receive the payment directly.

Other condition

I was not supposed to buy any 
stocks for next 2 months or 

until the stock level is reduced 
to Rs.5 lacs—whichever is 

earlier.

26



Whether this met my requirements ?

I had unutilized CC of Rs.5 lacs
I was sanctioned project loan of 

Rs.15 lacs 

So I could immediately pay Rs.20 
lacs overdue amount to the 

supplier,

Pros and cons of the solution 

• Got 3 months time to correct stock level.

• Had to pay interest of 1% per month but 
saved huge interest that would have been 
payable to the supplier or discount 
payable to clients.

• Most importantly I achieved two results.

[a] Liquidity trap was avoided.
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• In my case, I was swayed by purchase discount offer of 2% on stock value 
of Rs.20 lacs. This translated into Rs.40,000/*- which was a huge amount. 

• This was a huge benefit as compared to the fact that overall net margin 
was 2%.

• So I was likely to net 2% more in addition to net profit margin of 2% on 
this particular transaction. 

• However, I did not think 
• Whether my business is capable of selling extra stock of Rs.20 lacs.

• How I will arrange extra payment of Rs.20 lacs that would be due in 30 days time.

• of any alternative in case my business did not realize extra Rs.20 lacs.

28

What we must remember 



What are the other costs of overstocking ?

1. Storage costs

2. Tracking costs

3. Insurance

4. Obsolescence 

5. Damage

6. Theft 

7. Opportunity cost 
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If you ask my personal opinion, it 
the last one that is very important.  I 
must add here that many  
businesses fail –chief reason being 
not the lack of profitability but the 
lack of liquidity. 


