


Financial Management
Inventory Management Exercises SOLUTIONS
Question Set One
1) A company is planning inventory management for the year and has the following information:
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a) What is the economic order quantity for the company?
b) How many orders should they place each year?
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2) A company needs to schedule inventory shipments with its vendor for the upcoming quarter and has the following information:
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a) What is the reorder point for April?
b) What is the reorder point for May?
c) What is the reorder point for June?
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3) A company is considering a change to its inventory management policy to improve cash management.  A comparison of current and proposed policy follows:
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a) What is the change in operating profit under the proposed scenario?
b) What is the change in inventory balance under the proposed scenario?
c) Assume the extra cash from the change in inventory levels is used to pay down debt; what is the interest saving resulting from this paydown?
d) What is the change in earnings before tax under the proposed scenario?
e) What is the change in net profit under the proposed scenario?
f) Do you recommend the change?  Why/why not?
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Financial Management
Inventory Management Exercises
Question Set Two
1) A company is planning inventory management for the year and has the following information:
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a) What is the economic order quantity for the company?
b) How many orders should they place each year?
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2) A company needs to schedule inventory shipments with its vendor for the upcoming quarter and has the following information:
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a) What is the reorder point for April?
b) What is the reorder point for May?
c) What is the reorder point for June?
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3) A company is considering a change to its inventory management policy to improve cash management.  A comparison of current and proposed policy follows:
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a) What is the change in operating profit under the proposed scenario?
b) What is the change in inventory balance under the proposed scenario?
c) Assume the extra cash from the change in inventory levels is used to pay down debt; what is the interest saving resulting from this paydown?
d) What is the change in earnings before tax under the proposed scenario?
e) What is the change in net profit under the proposed scenario?
f) Do you recommend the change?  Why/why not?
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April May June

Unit sales 6,000         6,500         7,200        

Safety stock, % of sales 30% 25% 25%

Delivery time, days 8                  8                  8                 

Days per month 30               31               30              
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April May June

Sales/day 200             210             240            

Delivery time 8                  8                  8                 

Usage during delivery 1,600         1,677         1,920        

Safety stock 1,800         1,625         1,800        

Reorder point 3,400         3,302         3,720        
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Current Proposed

Inventory (days sales) 75                       55                      

Estimated total annual sales $870,000 $840,000

Gross margin ratio 42% 42%

Administrative expense $190,000 $180,000

Bank loan interest rate 16% 16%

Income tax rate 26% 26%
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Current Proposed

Sales $870,000 $840,000

COGS $504,600 $487,200

Gross profit $365,400 $352,800

Administrative expense $190,000 $180,000

Operating profit $175,400 $172,800

a)Increase/(decrease) in operating profit (2,600) $           

One day COGS 1,382 $             1,335 $            

Inventory balance 103,685 $         73,414 $          

b)Increase/(decrease) in balance (30,271) $        

Debt paydown 30,271 $          

Interests rate 16%

c)Interest savings 4,843 $            

Increase/(decrease) in operating profit (2,600) $           

Interest savings 4,843 $            

d)Increase/(decrease) in earnings before taxes 2,243 $            

Income tax rate 26%

Increase/(decrease) in taxes 583 $                

e)Increase/(decrease) in net profit 1,660 $            

Recommendation: YES
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Order cost 500 $                      

Demand 3,240,000             

Carrying cost of one unit 0.50 $                     
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2                              

a 500 $                      

D 3,240,000             

3,240,000,000 $  

K 0.50 $                     

6,480,000,000     

EOQ 80,498                   

Demand 3,240,000             

EOQ 80,498                   

Number of orders (preliminary) 40.25                      

Number of orders 40                            
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April May June

Unit sales 22,000       21,200       22,800      

Safety stock, % of sales 20% 18% 16%

Delivery time, days 4                  4                  4                 

Days per month 30               31               30              
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April May June

Sales/day 733             684             760            

Delivery time 4                  4                  4                 

Usage during delivery 2,933         2,735         3,040        

Safety stock 4,400         3,816         3,648        

Reorder point 7,333         6,551         6,688        
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Current Proposed

Inventory (days sales) 90                       60                      

Estimated total annual sales $2,260,000 $1,990,000

Gross margin ratio 40% 40%

Administrative expense $360,000 $315,000

Bank loan interest rate 14% 14%

Income tax rate 40% 40%
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Current Proposed

Sales $2,260,000 $1,990,000

COGS $1,356,000 $1,194,000

Gross profit $904,000 $796,000

Administrative expense $360,000 $315,000

Operating profit $544,000 $481,000

a)Increase/(decrease) in operating profit (63,000) $        

One day COGS 3,715 $             3,271 $            

Inventory balance 334,356 $         196,274 $        

b)Increase/(decrease) in balance (138,082) $      

Debt paydown 138,082 $        

Interests rate 14%

c)Interest savings 19,332 $          

Increase/(decrease) in operating profit (63,000) $        

Interest savings 19,332 $          

d)Increase/(decrease) in earnings before taxes (43,668) $        

Income tax rate 40%

Increase/(decrease) in taxes (17,467) $        

e)Increase/(decrease) in net profit (26,201) $        

Recommendation: NO
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Order cost 280 $                      

Demand 56,000                   

Carrying cost of one unit 1.10 $                     
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2                              

a 280 $                      

D 56,000                   

31,360,000 $        

K 1.10 $                     

28,509,091           

EOQ 5,339                      

Demand 56,000                   

EOQ 5,339                      

Number of orders (preliminary) 10.49                      

Number of orders 10                            


