DRRE PD02 A3 2

From the same book as DRRE PD02 A3 1 read pages 259 to 266.

Lance Corporal Smith works in his unit store.   He has been taught to demand replacement items once he reaches 1 month of stock left on the shelf.   This currently a simple calculation:  the annual demand for an item is divided by 12 and LCpl Smith demands that amount.   For example if 240 are used in a year, Smith demands 240/12 = 20 - once he only has 20 left on the shelf.

LCpl Smith is a bright lad and has heard of the EOQ and has found out (from a mate in Bicester) that the Cost to Hold generally used in the inventory management system is set at 2% of the item price.   He decides to work out what his 'proper' EOQ ought to be and how often he ought to be demanding because right now he has to do it every month and that is a lot of work and gets in the way of his Facebook activity.....

He chooses a widget which costs £100 each with an annual demand of 240.    Based on his wage he figure the cost to order to be £10 per order sent.   Rounding up, how many of these widgets should LCpl Smith order each time and how often should he do it per year.

What happens if a 'proper' Cost to Hold is applied (as shown in the typical examples on page 257)?   What comment can you make about the difference?
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ANNUAL USAGE = 240 UNITS (A)
PRICE = £100

COST OF PURCHASING = £10 (CP)

HOLDING COST = 2% OF £100 = £2.00 (HC) 
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 =48.99 = 49 UNITS 

240/49 = 5 ORDERS
Lance Corporal Smith needs to order 48 units 5 times a year.
If ‘proper’ cost to hold applies:

In real life scenario holding costs can reach up to 25% (all depends on product and conditions in which is stored and geographical location of holding facility).
For example, company which stores frozen food will have larger holding costs than company which holds canned food, which doesn’t need big industrial freezers, which are very expensive to buy and run. Same rule applies to geographical condition – in certain areas of the world holding is more expensive than in others because of the need of extra investment in infrastructure which is required for safe storage of goods. After applying average percent of holding cost of 10% our calculation changes to: 

EOQ = [image: image12.png]V4800
10




 = [image: image14.png]


 =21.9 = 22 units 

240/22=10.9 =11 orders

In this case Lance Corporal Smith would need to order more often (11 orders) and smaller amounts (22 units) of his widget.

The difference is caused by increased cost of holding which forces the buyer to increase frequency of ordering and decrees amount in orders to achieve acceptable EOQ.

Both above exercises don’t take under consideration variables caused by seasonal demand or seasonal interruption in transport which force many companies to order larger amount of stock to prevent running out of goods for customers sometimes sacrificing EOQ to certain extent, in order to ensure customer satisfaction.
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