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Exercise 1
What costs might a business incur as a result of holding too high a level of inventories?
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Activity 12.6

Hora plc holds inventories of a particular type of motor car tyre, which is ordered in
batches of 1,200 units. The supply lead times and usage rates for the tyres are:

Maximum  Most likely ~ Minimum
Supply lead times 25 days 15 days. 8days
Daily usage 30 units 20units 12 units

The business wishes to avoid the risk of running out of inventories.

At what minimum level of inventories should Hora pic place a new order, such that it
can guarantee not to run out?

What is the size of the buffer inventories based on the most likely lead times and
usages?

If Hora plc were to place an order based on the maximum lead time and usage, but
only the minimum lead time and usage were actually to occur, what would be the level of
inventories immediately following the delivery of the new inventories? What does this
inventories figure represent?

To be certain of avoiding running out of inventories, the business must assume a reorder
point based on the maximum usage and lead time. This is 750 units (that is, 30 x 25).

The most likely usage during the lead time will be only 300 units (that is, 20 x 15). Thus,
the buffer inventories based on most likely usage and lead time is 450 units (that is,
750 — 300).

The level of inventories when a new order of 1,200 units is received, immediately following
the minimum supply lead time and minimum daily usage during the lead time, is 1,854 units
(that is, 1,200 + 750 — (8 x 12)). This will represent the maximum inventories holding for
the business.
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Businesses that hold inventories simply to meet the day-to-day requirements of their
customers, and for production, will normally seek to minimise the amount of inventories
held. This is because there are significant costs associated with holding inventories. These
costs include:

m storage and handling costs;

m the cost of financing the inventories;

m the cost of pilferage and obsolescence; and

m the cost of opportunities forgone in tying up funds in this form of asset.
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Activity 12.3

What costs might a business incur as a result of holding too low a level of inventories?
Try to jot down at least three types of cost.

In answering this activity, you may have thought of the following costs:

loss of sales, from being unable to provide the goods required immediately;
loss of customer goodwill, for being unable to satisfy customer demand;

purchasing inventories at a higher price than might otherwise have been necessary to
replenish inventories quickly;

high transport costs incurred to ensure that inventories are replenished quickly;
lost production due to shortage of raw materials; and
inefficient production scheduling due to shortages of raw materials.
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oncerning the lead time (that is, the time between the placing of an order and the receipt
of the goods) and the likely level of demand.

Activity 12.4

An electrical wholesaler sells a particular type of light switch. The annual demand for
the light switch is 10,400 units and the lead time for orders is four weeks. Demand for
the light switch is even throughout the year. At what level of inventories of the light
switch should the business reorder, assuming that it is confident of the information given
above?

The average weekly demand for the switch is 10,400/52 = 200 units. During the time
between ordering new switches and receiving them, the quantity sold will be
4 X 200 units = 800 units. So the business should reorder no later than when the level held
reaches 800 units. This should avoid running out of inventories.
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Activity 12.5

Assume the same facts as in Activity 12.4, except that the business wishes to maintain
buffer inventories of 300 units. At what level should the business reorder?

Reorder point = expected level of demand during the lead time plus the level of buffer
inventories

= 800 + 300
= 1,100 units




