CHAPTER|
INTRODUCTION

1.1Background of the Study

Nepal is developing country with a very small number of industrial sectors.
Its economy is based on agriculture. For the rapid development of
developing nation like Nepal, development in agriculture sector is not
sufficient. It is essential to develop industrialization too. Industries have an
important role to play in accelerating the rate of economic development.
Industrialization has certainly been associated with growth but it is not only
courses of growth. At certain stage of country’s development, the highest
returns may come from manufacture of agriculture products or services.
How to use resources at any time depends on market prospects and costs. So,
the interesting question is not, how fast a country can be industrialized, but
how incentive and policy can be designed so that few industries make the
maximum contribution to the country’s development, where must be applied

suitable and effective management system.

Inventory is one of the most assets to many organizations. Large percentage
of the total capital isinvested in inventory. Inventory is vital element in the

efforts of the firm to achieve desired sales.

Inventory management involves planning of the optimal level of inventory
and control of inventory cost supported by an appropriate organization
structure, which is staffed by trained persons and directed by top
management. It involves both financial and physical dimension and these
dimensions are interrelated and cannot be looked in isolation. Much business

became failure due to improper management of inventory. To produce any



goods or service, it requires many types of material, direct or indirect. If the
company did not get the required materias at needed time then production
system may be disturbed and fails to produce and sale required quantity of
products. Keeping more inventories will be expensive, as it needs large
amount to invest in inventory. Large amount of inventory will also increase
cost associated with inventory where as keeping minimum level will create
the problem of shortage. Therefore inventory management plans for required
guantity of different types of inventory, required period and cost associated
init.

The industrialization process had started very late in the country. The actual
process of industrialization began since 1936 only after the establishment of
Council of Industry. The company Act was also passed in the same year.

The private sector was reluctant to establish huge industries due to various
congstraints like requirement of substantial amount of fund, requirement of
high-tech expertise, lack of attractive profit opportunities, limited size of the
market and involvement of high risk. To accelerate the process of
industrialization and to play catalytic role to promote economic growth,
most of the public enterprises of Nepa were set up mainly through foreign
assistance in the 1960s and 1970s.

1.2 Introduction of Chaudhary Group Industry Pvt. Limited (FUDCO)

Chaudhary Group is one of the largest private business houses in Nepal
having diversified interest across various sectors. Team of highly qualified

and experienced professionals manages the company professionally. It has



stepped into Noodles business world in 2042 B.S by establishing Wai Wal
noodles factory (FUDCO complex) at Bhainsepati, lalitpur, Nepal.

It has world class manufacturing facilities of Noodles, Snacks & Beverages
and cigarettes. In this present scenario its brands like WAI-WAI and Kwiks
cheese balls are the market leader in their segment and a household name not
only in Nepal, India & Bhutan but also in the fast growing markets around
the world.

By virtue of its world-class quality & unique taste, CG’s noodles & snacks
have also been successfully accepted in the markets of European Union
Countrieslike UK, Austria& Germany. They are spreading their wings to
neighboring countries and India seems to be the preferred destination. It has
launched a new consumer coupon scheme in Wai Wai Noodles for domestic
market. To celebrate 20 years of Wai Wai in Nepal, CG introduces 3 new
variants of Wal Wal under the brand name Wai Wai mutton and Wai Wai

Tenz.

With an investment of Rs 50 corer (Rs 500 million) for the two units — CG
group expands its business by opening its branch in new location like onein
Sikkim and the other in Uttaranchal — Wai Wai is being launched in India by
CG Foods India, a subsidiary of the Singapore based innovation group,
which has atechnical collaboration with the Chaudhary Group.
In Nepal, the company’s food business, which accounts for 20 % of total
business, includes fruit juices under the brand name Rio, biscuits and other
products.
CG had established following industries in following year:

Shree Pashupati Biscuit industries Pvt. Ltd- 1973A.D

Shree Mahalaxmi Maida Mills Pvt. Ltd-1974A.D



CG foods (Nepal) Pvt. Ltd(FUDCO Complex)-1984A.D
CG House, Sanepa- 1984A.D

Chaudhary Udyog Gram (CUG)-1994A.D
NirvanaVanaspati Udyog Pvt. Ltd- 1988A.D

By establishing Shree Pashupati Biscuit Industries Pvt. Ltd in 1973 A.D, CG
entered in Food & Beverage Industries. Now CG is popular by the brand
name like Wai Wai instant Noodles and Kwik, Snacks foods.

Noodles Industry is a place where the noodles are produced; rice and wheat
are among the chief crops and aso the main ingredients for producing
instant noodles. For fried instant noodles new industrial technologies
involving the utilization of vacuum mixers, steam chamber upgrades,
modification of dough recipes, noodle steaming conditions, and dough

mixing technol ogies were adopted.

An instant noodle was launched for the first time in the country two decades
ago. It definitely took some time to make a space in our households. While
Urban population gradually started accepting it as one of the best packaged
food — since it could serve as snacks as wells as good meal — suburban
population were found to be hesitant to accept it Kudos to great marketing
strategies by noodles industries and awareness among people, now instant
noodles play a vital role in every household across the country. As noodles
industry has grown in the market reaching around four hundred corer
turnover annualy, it is one of the most organized and largest industries in

the country. While there are many players in the market now, each company



produces a number of varieties under different brand names. Instant noodles

now find a substantia placein every kitchen.

1.3 Significance of the Study

Inventory management is one of the important functions in any organization.
Without an effective & efficient inventory management, no organization can
achieve goals. Proper inventory management helps to maximize profit of the
firm. A slight change on the cost of materials will bring about a great change
in the company’s profitability. So a company should maintain adequate
stock of raw materials to fulfill market demand. Because of limited
resources, industries in developing countries are still using traditional
techniqOues in purchase of inventory. Most of Nepalese Manufacturing
companies are the victims of poor inventory management. FUDCO is aso
not free from this obstacle. This study is concentrated on the problems faced
by company in the area of inventory management. It can be hoped that
eliminating the obstacles likely to be faced in future would satisfy FUDCO.
It will also help to improve the quality of the product to increase its market.
Considering the current situation of FUDCQO, it is felt necessary to evaluate
the inventory management system they are applying currently and improve
it.

1.4 Objectives of the Study

The objective of the study is to find the present position of inventory
management and its impact on profitability of Chaudhary Group. Other

objectives are:



To identify the techniques used to acquire and to manage the
inventories by FUDCO.

To examine the profitability & efficiency of FUDCO Group due to
Inventory management.

To analyze the different aspects of inventory management in FUDCO
with the help of statistical & financia tools.

To provide logical suggestion for improvement on the basis of the study

diagnosis.

1.5 Limitations of the Study

The study has certain limitations due to lack of sufficient time and resources.

They are asfollows:

- The study has been carried out within a range of latest data starting from
fiscal year 2055/56 to 2064/2065.

- The study has been limited to the area of the inventory management
system and its impact on profitability of FUDCO and has not covered
other areas.

- This study is basically conducted depending upon financial statements of
Food and Production Complex of Chaudhary Group, economic survey
etc.

1.6 Organization of the Study

The whole study has been divided into five chapters.



First is introduction chapter, which includes general background, Statement
of Problem, Objectives of Study, Scope of Study, Limitation of Study and
Organization of the study.

The second chapter has covered the fundamental concept and components of

Inventory management and review of previous research work.

The third chapter has described the methods followed to achieve the
objectives of this study. Moreover, this chapter explains the research
methodology employed to conduct the study and tools and techniques used
Iin analysis of data. This chapter includes research design, sources of data,
method of data analysis etc.

Fourth chapter explains to the data presentation and analysis, scoring the
empirical findings out of the study through definite sources of research
methodol ogy.

Fifth and last chapter has provided summary and conclusions based on facts
found so that the complete picture of the study can be understood in short

form. Similarly, recommendations have also been provided.

Beside these Bibliography and Appendices are also presented at the end of

the thesis.



CHAPTER I

REVIEW OF LITERATURE

This chapter deals with the review of conceptua framework relating to
INVENTORY MANAGEMENT. Besides, some of the various studies made
on inventory management are reviewed for this study. This chapter is

devoted to present the co-arced literature of the research.

2.1 Theoretical Concept

Inventory is one of the most assets to many organizations. Large percentage
of the total capital isinvested in inventory. Inventory is vital element in the

efforts of the firm to achieve desired sales.

Inventory management involves planning of the optimal level of inventory
and control of inventory cost supported by an appropriate organization
structure, which is staffed by trained persons and directed by top
management. It involves both financial and physical dimension and these
dimensions are interrelated and cannot be looked in isolation. Much business
became failure due to improper management of inventory. To produce any
goods or service, it requires many types of material, direct or indirect. If the
company did not get the required materials at needed time then production
system may be disturbed and fails to produce and sale required quantity of
products. Keeping more inventories will be expensive, as it needs large
amount to invest in inventory. Large amount of inventory will also increase
cost associated with inventory where as keeping minimum level will create

the problem of shortage. Therefore inventory management plans for required



guantity of different types of inventory, required period and cost associated
init.

Any stock that a firm keeps to meet its future requirement for production and
sales is called inventory. The basic reason for holding inventory is to keep
up the production activities unhampered. Inventories are a part of current
assets, which are used within one year, in the normal course of business
operation. Manufacturing organization’s inventory includes raw materials,
work-in-progress, finished goods, spare parts, supplies etc. Therefore
combination of raw materials, work-in-progress, finished goods and supplies
Is called inventory. Managing the stock at lowest cost is called inventory
management. In other words, the planning, coordinating, and controlling
activity related to the flow of inventory into, through, and out of an

organization is known as inventory management.

2.1.1 Typesof Inventories

Manufacturing firms generally hold four types of inventories (Saradhi,
1982: 31)

Raw Materials

Material consists of items that firms purchase for use in its production
process. It may consist of basic materials and/or manufactured goods.
Maintaining adequate raw materias inventories provide a firm with

advantages in both purchasing and production.

Knowing that there will be adequate stocks of raw materials available when
needed permits the production department to meet production schedules.

Thus, there are a number of valid reasons why a firm’s purchasing and



production departments want to maintain large inventories of raw materials.
In manufacturing company, raw materials involve those inputs’components,
which are converted into fina product through manufacturing process. For
example in Tobacco industry, tobacco is the main and vital raw materials.
Inventories sizes are large and small. It depends upon the nature of the
company. Such as inventories in tobacco industry are larger because of the
curing process. Inventories in gas and oil production are low, because raw
materials and goods in process are small in relation to sales. In the canning
Industries inventories are average because of the seasonality of the raw
materials. Inventories are small in baking because of the perish ability of the
final product. In the context of Udayapur Cement Industry Limited, it has
used following raw materias: Lime Stone, Clay, Coal, Gypsum, Iron ore and
Packing bags

Work-in-Progress

Goods partially worked on but not fully completed are work -in-progress
inventories. WIP Inventory consists of al items that are presently in the
production cycle at some intermediate stage of completion. For example
they may be in transit between operations or; they may be currently
undergoing some type of operations; awaiting the next step in the production
cycle.

WIP inventories are a necessary part of modern industrial production
systems, since they give each operation in the production cycle, a certain
degree of independence, firm’s production department will want to maintain
reasonable WIP inventories to minimize cost delays and idle time. In

general, larger the firm’s production cycle, the larger it’s WIP inventories.
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A WIP inventory is neither afina product nor araw material. It is middle of
raw materials and finished goods. WIP inventories are strongly influenced
by the length of the production, which is the time between placing raw
materials in production and completing finished products. One problem is
faced to separate raw materials, WIP and finished goods. It depends on
nature of production. For cement Industry, cement is the final product. But a
bridge constructor Company uses this cement as araw material. Such asiron

bar, electric wires are also raw materials for another company.

Finished Goods

Finished goods inventory consists of those items that have completed the
production cycle and are available for sale. Keeping enough finished goods
inventories on hand provides significant benefits for both the marketing and
the production departments. From marketing’s perspective, large finished
goods inventories enable them to fill orders promptly, minimize lost sales
and avoid shipment delays due to stock outs. From production’s point of
view, maintaining a large finished goods inventory permits items to be
manufactured in large production runs, which helps to keep unit production
costs low by spreading fixed set-up expenses over large volume of
output(Moyer,McGuigan & Kretlow,1999:517).

Supplies, Storesand Spares

This type of inventory is aso very important for the manufacturing

enterprises as above included 3 types of inventory.
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2.1.2 Objective of I nventory Management

According the Indian Association of Materias Management, 64paisa on
labor and the rest of one rupee of cost is spent on overheads (Goal, 1997: A-
69). So the objective of inventory management is to give more emphasis on
the material management that reduce the cost of production and improve the
profitability. Studies by experts in this field have brought out that if an
organization can affect 5% savings in material cost, it would be as good as

increasing the production or sales by about 36%.

On the other hand, the management should try paying adequate attention to
the inventory management to reduce the cost of production and working
capital requirements. In fact, an uncontrolled inventory can become

industrial unit’s cancer.

Two levels of inventory control exit: quantity or unit control and rupee or
financial control. Production executive and storekeeper are primarily
interested in quantity control. On the other hand, financial executives are
interested that too much money should not be invested in inventory and
every rupee spent in inventory should be efficiently and effectively utilized.
Firm should always avoid over-investment or under-investment in the
inventories. An optimum level of inventory should be determined on the
basis of the trade-off between costs and benefits. The main objective of
Inventory management is to minimize the total cost and maximize the profit

of the companies. It can be summarized up as follows:

a) Avalilability of all items of inventory: There should be a continuous
availability of all types of inventory in the factory. The main objective of
Inventory management is to maintain required inventory in needed time so

that production process will take place smoothly.
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b) Minimization of risk of under and over stocking: If the factory keeps
inventory without proper analysis, then there will be chances of over
stocking, which will increase the cost of carrying inventories. Under

stocking of inventories create problem in smooth operation of business.

¢) Reasonable price: While purchasing the raw materials, the firm should be
strict on the pricing the raw materials. It should be reasonably low priced,
but we don’t distribute the quality by keeping lower prices materials. Firm

should adjust between price of the raw materials and its quality.

d) Minimum wastage: There should be minimum wastage of materials while
storing in the warehouse by the workers. Wastage should be alowed up to a
certain level known as normal level of wastage and it shouldn’t exceed that
level. Storekeeper and workers should be trained to handle the materialsin a
scientific way to avoid the wastage.

e) Risks of spoilage and obsolescence of inventory must be avoided. For this
purpose, a maximum quantity of each item of inventory is determined and a
proper method of issue of inventory is followed. LIFO and FIFO method is

generally used to issue the inventory.

f) Information about availability of stock should be made continuously
available to the management so that planning of production may be done.
The storekeeper can supply this information because he keegps an up-to-date

record of every item of stocks under a proper system of inventory control.

g) Internal checking of inventory of raw materials and finished goods should

be done which is a part of inventory control.
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2.1.3 Aspectsof Material Management

Material management is the most essentia part of the manufacturing
organization. In practice, executives don’t pay attention to the material
management. Therefore many organizations have failed to achieve the
objectives. Effective material management ensures optimizing materials
productivity. There are eight primary and seven secondary objectives that
can ensure the best performance and use of materials in an organization.
‘Material management provides an integrated systems approach to the
coordination of materials activities and the control of total materials costs
‘(Doubler and Burt, 1996:79)

Overall objectives of materials management

1. To develop a system of supplies whereby there will be right quantity
of stock of items properly stored, easily retrievable and distributed
close to the points of usage, whenever required, at a given time. In
case, there is no enough stock, the work in the organization may
have to be stopped and the men and machines will remain idle. On
the other hand, if there is overstocking of raw materials, it will

unnecessarily block capital in inventories.

2. The reduction in inventory costs- both carrying costs and ordering

costs.

3. To ensure that the resources available are used most effectively and
the stores are purchased at most economical price consistent with the

quality.
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4. To bring about coordination among the various sections in the
organization, i.e. in a company to bring coordination among the

financial manager, production manager and marketing manager.
5. To ensure that the production doesn’t suffer.
6. To ensure that the sale of finished goodsis not affected.
7. To avoid wide fluctuations in production.

Most of the manufacturing and government companies do not give more
attention in material management, but that is most important task. Most of
the organizations have found that they are either suffering because of heavy
inventory or because of non-availability of certain materiasin the inventory.
Therefore more emphasis has to be given to encourage the use of inventory

management systematically to ensure the best use of inventory.

2.1.4 Need/I mportance/Benefits of Holding I nventories

There are many benefits of holding inventories. A firm has to keep enough
Inventories not least. Inventories are used to provide cushions so that the
purchasing, production and sales functions can proceed at their own
optimum paces. In achieving the separation of these functions, the firm
realizes a number of specific benefits (Hampton, 1986:271-273).

I. Avoiding L osses of Sales

If the firm doesn’t have finished goods available for sale, it will lose sales.
There is much competition in the market. Customers will purchase from that
firm who gives immediate delivery. The firms have to compete with another

firm who transact the same goods. So, the ability of the firm to give quick
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service and to provide prompt delivery is closdy tied to the proper

management of inventory.
I1. Gaining Quantity Discount

If afirmiswilling to maintain large inventories, it may be able to make bulk
purchase of goods at large discount. By obtaining large discount the firm’s
profit may increase as long as the costs of maintaining the inventories are
less than the amount of discount. E.g. If cost of storing an item is estimated
at $1 and discount is $3, the firm benefits by $2 per unit from the quantity

discount.
[11. Reducing Ordering Costs

A firm places an order when it is necessary. It incurs certain costs such as
transportation, insurance, inspection, stationary, bank expenses etc. The total
ordering cost may reduce if the firm places an order at fewer times. It
actually takes alot of money. So few order must be placed, so that ordering

cost may reduce.
V. Achieving Efficient Production Runs

It is necessary to continue the production run. A firm must keep enough raw
materials. If the set-up cost is $200 and run produces 200 units, the
production run cost per unit is $1. A longer run of 2000 units would reduce
the set-up cost to $0.10 Inventories assist the firm in making sufficiently

long runs to achieve efficient production.

A company should maintain adequate stock of materials so that it is possible
for a company to procure raw materials. Procurement of raw materials may

be delayed because of strike, transport disruption or short supply. Therefore
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the firm should maintain sufficient stock of raw materials at a given time to

have continuous productions.

2.1.5 Structure of Materials Management Organization

In a manufacturing organizations i.e. Departments, Corporations and
Companies engaged in manufacturing and sale of goods, there should be a
full-fledged department dealing with materials management. Departments
may be divided into the following sections (Goel, 1999: 427).

I.  Materials policy-making, planning and programming
ii.  Purchasing

li.  Inventory Control

Iv. Recelving

v. Warehousing

vi. Store-keeping

vii. Material handling and

viii. Scrap and surplus disposal.

2.1.6 Purchase M anagement

In narrow sense, purchasing refers merely to the act of buying an item at a
price and in broader sense purchasing makes it a manageria activity that
goes beyond the simple act of buying and includes the planning and policy
activities, research and development, service selection etc. Management

suggests that purchasing decisions involve in the weighting of aternatives
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possibilities, and many of these aternatives involve the influence of other
functions on the purchasing decisions. A good purchase management has
played important role in the manufacturing companies. We may give more
attention in the purchasing of raw materials, supplies and equipment. We
should purchase raw materials and supplies in the right quantity, of the right
quality, from the right origin, a the right time and cost. Purchase
management should be effective, otherwise it hampers in the quality
production. So, we give more attention on purchase management. The
scarcity of raw materials hamper in production on time. Purchasing
department should take greater responsibilities and should anayze the
existing procurement policy and should tune with the overall organizational
objectives and polices. The efficiency of any business activity depends upon
having materials, supplies and equipment available in proper quantity with

proper utility at the proper place and time and the proper price.

2.1.6.1 Importance of Purchasing

Purchasing management reflects the role of purchasing in corporate
operation and organization. Purchasing is still a clearly identifiable function
In most business organization. NO organization can operate without
materials supplies and equipment. The efficiency of any business activity is
contingent upon having material, supplies and equipment available in proper
guantity with proper quality, at proper place and time, and at the proper

price.
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2.1.6.2 Objectives of Purchasing

Providing the people to select the materias, supplies and services in an

appropriate and fair price is the objectives of purchasing. Purchasing

objectives is to buy materials and service of the right quantity, in the right

guality at the right price from the right source at the right time in the word of
Doubler, Lee and Burt (Doubler and Burt, 1999: 15).

In general management terms, there are eight basic objectives of purchasing:

1.

To support company operation with an uninterrupted flow of materials

and service.

2. To develop reliable alternative sources of supply.

3.

To develop good vendor relationships and good continuing supplier
relationships.

4. To buy competitively and wisely.

5.

To keep inventory investment looses (due to deterioration,

obsolescence and theft) at a practical minimum.

6. To achieve maximum integration with other departments of the firm.

1.

To train and develop highly competent personnel who are motivated to

make the firm as well as their department succeed.

. To develop policies and procedures, which permit accomplishment of

the preceding seven objectives at the lowest reasonable operating cost.

2.1.6.3 Purchasing Approach

Under the purchasing approach there are various purchasing method, which
are asfollows (Garrett and Slver, 1986: 374):-
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a. Hand to Mouth Buying

Under this approach, materials are purchased to meet immediate needs only.
This approach is followed when the market price of the required materialsis
above average and likely to fall or actua requirements of the company are
uncertain. The objective of this approach is to minimize inventory level due

to expected fall in prices.
b. Averaging Down

This approach of purchasing aims to obtain the benefit of price dips. In other
words, purchasing is down in every price fals. If handled successfully, it is
possible to keep the cost below the average market price.

c. Forward Buying

When the purchaser forecasts his future needs and purchases the required
goods in economic quantities to meet those need, then this policy is
forwarded. When price is relatively stable overtime or when only moderate
price increases can be anticipated, then this approach is often used. This

approach is used to take advantage of economically large volume purchases.
d. Speculative Buying

Under this method, purchase is made in excess of needs of the items when a
market price is low. This purchasing helps the company to save the money
in purchasing and to generate profit on sales. Hence speculative buying
seeks to make a possible profit by purchasing materials in anticipation of

price rises.
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e. Reciprocal Buying

According to this approach, the firm agrees into a contract to buy and supply
materials from each other. It is difficult to set a hard and fast rule as the

advisability of such agreement.
f. Local Buying

Sometimes, uneconomical materials are to be purchased from local supplier.
Especialy in the area where degree of industrialization is low, thisis done to

build good public image.

2.1.6.4 Purchasing Principle
Followings are some of the important principles of purchasing:

1. The acceptance of order is too specific and not implicit preferably either
side should

Acknowledge this before it is binding.

2. Ambiguity and misinterpretation should be avoided especially in respect
of quality,

Delivery, service, discount or any other such changes.

3. The supplier takes warranty of goods as per specifications laid down in
tender and not whether these are fit of intended use. It is so required
that the detailed information has to be stipulated well in advance or
through negations has to be stipul ated.

4. The other features are buyer’s right to reject unwanted goods,

liquidation for damages, passing of ownership etc, are covered in

legal aspects.
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2.1.7. Cost Basisfor Inventory Valuation

The primary basis of accounting for inventory is cost, which has been
defined generally as the price paid or consideration given to acquire an asset.
As applied to inventories, cost means in principle the sum of applicable
expenditures and charge directly or indirectly incurred in bringing an article
to its existing condition and location (AICPA, 1991.28).

Conceptually, the value is determined by the process of multiplying physica
guantity of goods by cost per unit. But in practice many organizations
purchase different types of raw materials at different time. Price of materials
remains change from time to time. Many types of raw materials remain in
stock. It isn’t always possible to identify the individual particular purchase
group. At that dituation, firms have faced difficulties in valuing the
inventory. In this situation, there are many methods, which are based on

historical cost, used in determining the values of inventory. They are:
a) Specific Identification M ethod

The specific identification method requires that each unit of inventory be
identified with the particular time it was purchased. In these methods, the
items serial numbers are distinguished by model, colors or size to identify
the particular items but specific items are separated at first and are recorded
in stock book. This method is more suitable to low volume, high cost item
such as automobiles. It is not very practical when the firm purchase large

guantities of identical units at various times and prices.
b) Weighted Average Cost/ End-of the Month M ethod

It assumes that goods are removed from the beginning inventory and

purchase group in proportion to the number of units in these groups.
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Consequently, cost of the ending inventory also represents a proportiona
distribution from the beginning inventory and the various purchase groups.
The weighted average cost is computed by dividing the total cost of goods
available for sale by the total no. of units available for sale during that period
(Eugene, 2003: 440-444)

Total cost of goodsavailablefor sale
Total unitsavailablefor sale

Weighted average =

This method is widely used by organizations that hold items of inventory for
long periods of time because it averages out of the effects of price increases
and decreases. In addition, weighted averaging process is satisfactory when
there are both increases and decreases in cost within the accounting period.
Some organization uses this method, which purchase the inventory items at
frequent interval because it doesn’t require that the ending inventory cost be
associated with any particular purchase group. A common criticism of the
methods is that it attaches no more significance to current price than to price

that prevailed several months earlier.
¢) First- In- First Out (FIFO) Method

FIFO method assumes that the oldest items on hand are sold first. Each sale
IS made out of the oldest goods in stock; the ending inventory therefore
consists of the most recently acquired goods. During the period of rising
prices, these methods will result in alower inventory than would be assigned
under the average cost method. FIFO is the most commonly used method for
valuing inventory. It is ssimple to use and appear to coincide with established

merchandising principle of selling the oldest itemsfirst.
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d) Last- In- First Out (L1FO) Method

This method assumes cost flow is exactly the opposite of FIFO method. The
title of the method assumed that the recent items purchased are issued first.
Consequently, the ending inventory consists of the oldest unit in hand, cost
of the latest purchased materials will be co-assigned to the first materials
Issued, until they are exhausted, then the price of the proceeding lot is used
and so on. Materials are issued at cost approximating current market prices
but inventories tends to be valued at the oldest lots on hand giving price,

which is out of date with current invoice prices.

This method has become popular since the procedure became an acceptable
method for determining the income taxes, unlike weighted average if the
inventory is less than the beginning inventory. In such a case, the firm must
be able to identify the oldest remaining items for inventory vauation

PUrpOSES.

e) Standard Cost Method

LIFO, FIFO and Average Cost Method are often hard to work within the
subsidiary records for materials under a perpetual inventory system. For this,
standard cost method may be used in accounting for individual items in
materials inventory. This method charges materials unit into the factory at a
pre-determined budgeted or estimated price reflecting a normal or expected

future prices.
f) Base Stock Method

According to this method, a certain constant quantity or base stock of
materials is assumed to be necessary to keep the concern going. The base is
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valued at the cost prevailing at the time from beginning or when the method
was adopted. Any additional layers of materials in the inventory at cost
beyond the unit, the base may be cost on the basic of FIFO, weighted
average etc. method.

All the methods have their advantages and disadvantages. However, the
method chosen must be significant for efficient inventory management

especially initsfinancial dimensions.

2.2 Analytical Method
2.2.1. Inventory Management Techniques

In inventory management techniques, we seek how to minimize the
inventory cost. Adequate inventory facilitates smooth production activities.
On the other hands, excessive inventory is idle resources of the firm and the
large amount of money is blocked unnecessarily. According to Atton N.
Smith “Inventory is money on which a company pays interest rather than
collects interests. It is money always in danger of devaluation. Every firm
should have an optimum level of inventory or optimum balance level
between too much inventory and too low inventory. Some of the inventory
management techniques to solve inventory management problem faced by

most of the manufacturing firms are:

2.2.1.1 Economic Order Quantity (EOQ)

One of the mgor inventory management problems to be re-solved is how
much inventory should be added when inventory isreplenished. If thefirmis
buying raw materials, it has to decide lots in which it has to purchase on
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each replenishment. If the firm is planning a production run, the issue is how
much production to schedule. These problems are caled order quantity
problems, and the task of the firm is to determine the optimum or EOQ.
Determining an optimum inventory level involves two types of costs (a)
Ordering Cost and (b) Carrying costs. The economic order quantity is that
inventory level, which minimizes the total of ordering and carrying costs.
We can compute EOQ with the help of forecasting usage, ordering and
carrying costs. In EOQ calculation, we must use marginal cost only and

should not include fixed costs.
Assumption of EOQ: -

The EOQ model, as the techniques to determine the economic order

guantity, explained by us, is based on three restrictive assumptions:

(@) The firm knows with certainty the annual usage of a particular item of

inventory.
(b) Therate at which the firm usesinventory is steady overtime.

(d) The orders placed to replenish inventory stock are received exactly at

that time when inventory reaches zero.

In addition, it may aso be assumed that ordering and carrying cost is

constant over the range of possible inventory levels being considered.
Approaches: -

The EOQ model can be illustrated by i) the long analytical approach or Tria
and Errors Approach ii) Formula Approach and iii) Graphic Approach
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1) Trial and Error Approach

While determining the EOQ by trial and error technique, the following steps
are to be undertaken

a) Determining total costs for each ot size chosen

b) Selecting the ordering quantity, which minimizes total costs?
Example: -

Annua demand = 100 Units

Priceper unit =Re. 1

Carrying cost = 20% of average inventory value

Cost per order =Rs. 10

Now, applying the techniques, optimum economic quantity can be
determined for no. of orders 1,2,4,6 and 8 in this way:

TableNo.: 2.1

Calculation of EOQ by using Tabular Method

(1) No. of Order(N) = A/Q 1 2 4 6 8
(2) Order Size(Q) = A/N 100 50 25 | 16.67 | 125
(3) Average Inventory = Q/2 50 25 125 | 8.34 6.25
(4) Totad Carrying Cost 10 5 25 1.67 1.25
=Q/I2xC

(5) Total Ordering Cost = 10 20 40 60 80
A/IQx O

(6) Total Cost=4+5 20 25 425 | 6167 | 8125
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1) Formula approach

The economic order quantity can, using a short-cut method, be calculated
by the

Following equation

EOQ = 2A0

Where,

A = Annual usages of inventory (units)
O = Ordering cost per order

C = Carrying cost per unit.

1ii) Graphic Approach

The economic order quantity can also be found out graphically. In the figure,
cost- carrying, ordering and total- are plotted on Vertical axis and horizontal
axis is used to represent the order size. We note that total carrying cost
increases as the order size increases, because, on an average, a large
inventory level will be maintained and ordering costs decline with increase
in order size because large orders size means less numbers of orders. The
behavior of total cost line is noticeable since it is a sum of two types of
costs, which behaves differently with order size. The total cost decrease if

average ordering cost is more than offset by the increase in carrying cost.
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FigureNo: 2.1
Showing Order size & Coststhrough Graphic Approach
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2.2.1.2 Re-Order Point/ Re-Order Levd

The EOQ technique determines the size of an order to acquire inventory so
as to minimize the carrying costs as well as the ordering cost. In other words
the EOQ provides an answer to the question how much inventory should be
ordered in one lot? Another important question is when should the order to
procure inventory be placed? This aspect of inventory management is
covered under the re-order point problem. The re-order point is stated in
terms of the level of inventory at which an order should be placed for
replenishing the current stock of inventory. In the other words, re-order point
may be procuring additional inventory equal to the economic order quantity.
We use aformulato calculate the re-order point. It is based on the following

assumptions:

Constant daily usages of inventory and Fixed lead-time.
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In other words the formula assumes conditions of certainty under which the
re-order point = Lead time in days X Averages Daily usages of inventory

The term lead-time refers to the time normally taken in receiving the
delivery after placing orders with the suppliers. It covers the time span form
the point when the decision to place the orders for the procurement of

inventory is made to the actual receipt of the inventory by the firm.

The average usage means the quantity of inventory-consumed daily. Thus
we can define re-order point as the inventory level, which should be equal to

the consumption during the lead-time.

Suppose demand for inventory is known with certainty but that it takes 5
days before an order is received. The EOQ of the firm is 200 units resulting
in orders being placed every 10 days. If the usages were steady, the firm
now would need to order 5 days before it runs out of stock or at 100 units of
stock on hand. Thus, the re-order point is 100 units. When the new order is
received 5 days later, the firm will just have exhausted its existing stock.

FigureNo. 2.2
Showing Re-Order Point when lead-timeiscertain

200 EOQ
Units
100 Orders
Point
5 10 15 20 25
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The Re-order Point = Lead Time x Average Usage of Inventory
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2.2.1.3 Goodsin Transit

If a new order must be placed before the previous order is received, a good
in trangit inventory will build up. Goods in transit are goods that have been
ordered but have not been received (Weston, Bisley & Brigham; 1996:434)).

A good in transit inventory will exists if the normal delivery leads the time

between orders. Re-order point is calculated as follows:

Re-Order Point = Lead Time X Average Usages— Goodsin Transit

2.2.1.4 Maximum Stock L evel

Maximum level represents the maximum quantity of an item of inventory
that can be held in stock at any time that stock shouldn’t exceed this
guantity. The quantity is fixed so that there may be no over stocking. The

maximum stock level isfixed by taking into account the following factors: -
a. Amount of capital available for maintaining stock
b. Go down space available

c. Maximum requirement of the stock for production purpose at any point

of time.
d. Rate of consumption of the materias during the lead-time.
e. The time lag between indenting and receiving of the inventory.
f. Possibility of lossin stores by deterioration, evaporation etc.

g. Fluctuation in price: - for instance, if there in possibility of price
increase in the coming period a comparatively large maximum stock
level will be fixed. On the other hand, if there is the possibility of
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decrease in price in the near future, stocks are kept at a much-reduced

level.

h. The seasonal nature of supply: Some items of inventory goods are
avalableonly  during specific periods of the year, so these have to
be stocked heavily during those periods.

I. Restrictions imposed by Government or local authority in regard to

materia in which there are inherent risks e.g. fire and explosion.

J. Possibility of change in fashion and habit, which will necessitate change

in requirement of materials.

The formula of maximum stock level: Re-Ordering Level + Re-ordering
Quantity-(Minimum Consumption x Minimum Re-Ordering
Period)

2.2.1.5 Minimum Stock L evel

It represents the minimum quantity of inventory, which must be maintained
in hand at any time. The quantity is fixed so that production or sales may not
be held up due to shortage of that inventory. In this level, the following

factors are taken into consideration:

a Lead-time i.e. time lag between indenting and receiving of the inventory.
It isthe time required for replenishing the supply.

b. Rate of consumption of the inventory during the lead-time.

c. Nature of inventory, minimum level isn’t required against customer’s

specific orders.

32



The formula for the calculation of minimum level: Minimum Stock
Level=Re-ordering Level -(Normal Consumption X Normal Re-Order
Period)

2.2.1.6 Danger Level

Thisis alevel a which normal issue of the material are stopped and issues
are made only under specific instructions. The firms will make special
arrangements to get the materials, which reach at their danger levels so that

the production may not stop due to shortage of materials.

Danger Level = Average Consumption x Maximum Re-Order Period

2.2.1.7 Perpetual Inventory System

The Chartered Institute of Management Account, London defines the
perpetual inventory as “A system of record maintained by the controlling
department, which reflects the physical movement of stock and their current
balance". Thus, this is a method of ascertaining balance after every receipt
and issue of materials. It means the system of record. Continuous stock —
taking is a physical checking to ensure the accuracy of perpetual inventory
system. It is based on record. It requires a lot of recording. Thus, it is
expensive also. This system is adopted at shorter interval.

The perpetua inventory system is intended as an aid to inventory control
because the balance of stock shown by bin cards or stock ledger should
agree with the balance ascertained by physical checking.
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The operation of the perpetual inventory system may be outlined as follows:

a. The stock records are maintained and up-to-date posting of transactions

IS made there in so that current balance may be known at any time.

b. Different sections of the stores are taken up by rotation for physica

checking.

c. Stores received but awaiting inspection aren’t mixed up with regular
stores at the time of physical verification because entries relating to such

stores have not yet been made in the stock records.
d. Notice of the particular items to be verified each day.

e. The physica stock available in the store after counting, weighting,
measuring or listing as the case may be is properly recorded by any of
the following three methods. They are:

(a) Record in Bin Cards (b) Inventory tags (c) Stock Verification sheets.

2.2.1.8 ABC Analysis

ABC analysis is a widely used classification technique to identify various
items of inventory for the purpose of inventory control. This analysis is
important that a firm shouldn’t exercise the same degree of control on all
types of inventory. We have to classify al types of raw materials on the
basis of nature and involvement of the investment and importance of it.
Manufacturing organization finds it useful to divide materias into three
categories for the purpose of excising selective control on materials. ABC
anaysis measures the cost of significance of each item of materias that

contribute to a larger percentage of items, which represent a smaller



percentage of the value of items consumed. Between these two extremes will
fall those items whose percentage is more or less equal to their value of
consumption. Thus items falling in the first category are treated as ‘A’
second category as ‘B’ and third category as ‘C’. Such an analysis of

materialsis known as ABC analysis.

FigureNo: 2.3
Graphic Presentation of ABC Analysis
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In abovefigure, A level of material arein low quantity but its valueis higher
than B level material. C level material store in the highest level of quantity
but its value is lowest B level lies in between in terms of both quantity and

value. It means store is maintained category wise and store maintain at
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different levels. In ABC anaysis firstly we have to plan properly al

Inventories items into 3 categories.

Theitemsin A, B& C classes can be compared in the following tabular form

(Goel, 1999: 307-308)

TableNo: 2.2

Showing the items on the basis of ‘Always Better Control’

A B C

Maintains close control | Maintains moderate Maintains less control
control

Size of order based Size of order based Size of order based on

on calculation required | on usage the level of inventory

Procured from many Procured from two of Procured from  twg

sources three sources
sources

Keeps records of receipt | Keeps records of receipt | No records are kept
and usage

More effort to reducqd Moderate effort Minimum effort

lead

time

Close checks on schedule
revision

Some check on changes
In

No checks aganst or
need

need
Frequent ordering Less frequent ordering | Bulk ordering
Continual expediting Expediting for No expediting
prospective
shortages
Accurate forecasts Less accurate forecasts | Approximate forecasts
Low safety stock for less| Large safety stoke up tq Large safety stock foi
than 2 weeks 2 more
to 3 months than 3 months
High consumption value| Average  consumptior] Low consumption value
value

The following points should be kept be in mind for ABC analysis (Godl,

1999:308):
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» Where items can be substituted for each other, they should be

preferably treated as one item.

» More emphasis should be given to the value of consumption and not

to price per unit of the item.

» The entire item consumed by an organization should be considered

together for classifying as A, B, or C instead of taking them as spares

raw-materials, semi-finished and finished items and then classifying
asA, B,or C

» There can be more than three classes and period of consumption

needn’t necessarily be one year.

The following are the step for classes of itemsas A, B or C.

1.

2.

Take arepresentative sample of stock items.

The annua usage value is caculated for each item to be
classified by multiplying the quantity used with the unit price of
the item.

The usage values in the step (2) are arranged in descending
order.

Calculate the cumulative total of the number of items and the

usage value obtained in step (3)

Find the percentage of the value obtained in step (4) and the

grand total of the corresponding columns.

Percentage of items are taken on x axis and the corresponding
usage value percentage on y-axis to plot various point on graph

paper and to draw a smooth curve.
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7. Mark the points x and y where the slope of the curve change
sharply. The usage value and the percentage of items
corresponding to these points will determine the items to be
classfiedasA, B, or C.

2.3 Different Cost Concepts

The goal of the inventory management is to provide the inventories for
sustaining operation at the lowest possible cost. The first step in inventories
management is to identify all, the cost involved in purchasing and
maintaining inventories. Typical costs associated with the inventories are
described below: -

2.3.1 Carrying/Holding Cost

Total carrying cost generaly increases in direct proportion to the average
amount of inventory carried. Inventory carried in turn depend upon the
frequency with which orders are placed (Weston, Bisley & Brigham,
1996:428)

The cost associated with having inventories, which includes storage cost &
so on are holding cost. These costs generally increases in proportion to the

average amount of inventory held.

To illustrate if a firm sales (S) unit per year, if it places equal order ‘N’ times
per year then Q = A/N unit will be purchased with each order. If the
inventory is used evenly over the year & if no safety stocks are carried then

the average inventory ‘A’ will be,

Average inventory (A) = Units per order/2
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=SN=0Q/2
Defining the annual percentage carrying cost as C, annual total cost as (Tcc),
the percentage carrying cost ‘c’ times, price per unit PP times the average
inventory in units ‘A’
Total Carrying Cost (Tcc) =CX PPX A
=CPPX Q2

The inventory carrying costs are further explained as below: -

2.3.1.1 Capital/ Opportunity Cost

This consists of expenses of raising funds (interest on capital) to finance the
acquisition of inventory. If funds weren’t locked up in inventory, they would
have earned a return. This is opportunity cost fund or financial cost
components of the cost (Weston, Bisley & Brigham; 1996: 428)

Funds associated with inventories aren’t available for other uses. Therefore
an opportunity cost is determined by the alternative use to which the funds

could be put.

For example: From the alternative uses if firm can earn 10% return then the
capital cost of inventory is 10%.

2.3.1.2 Handling Cost

This size of consignments and the material handling facilities in the store
determines these cost up to a certain level of inventory size, the per unit
handling cost beyond that starts increasing.
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2.3.1.3 Storage Cost

The Cost associated with maintenance of inventory is storage cost. These
includes expenditure made on inventory staff, expenditure on providing
various facilities like heating, lighting, floor space, shelves and racks, bind
and containers, material handling equipment’s and other provisions for safe
and proper storage of items. These costs generaly depend upon the volume

to valueratio of an item.

2.3.1.4 Depreciation cost

In every organization, the value of capital investment decreases with time.
Thus, there is a tendency among organization to reduce its capita
Investments on machines and other equipment. The depreciation cost is thus
reduced. Naturally the desired amount of production with reduced number of
machines can be obtained by running the machines in slack period

Increasing the size of inventory.

2.3.1.5 Spoilage and Shortage Cost

Many products deteriorate overtime in storage. The precise nature of the
deterioration varies from product to product but whatever the causes, it
represents reduction in company’s assets and such is a cost of holding

inventories. Thisistermed as spoilage cost (Ezra 1995: 34).
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2.3.1.6 Insurance and Taxes

Many of the goods in inventory requires insurance and it should be included
in inventory holding costs whether outside insurance is carried or inventory
Is self insured. The cost of this insurance varies according to the size and
value of inventory. The same is true for taxes, some countries levy inventory
taxes, for example on various data’s through the year. The inventory a firm
has on hand, the higher their tax bill will be. Such tax and effect prudent
Inventory management may dictate period reduction in inventory to coincide

with the data’s on which the assessment are made (Megee, 1990: 44).

2.3.1.7 System Cost

Another type of inventory carrying cost, which is associated with the
administration of inventory system, is known as system cost. These costs are
incurred for gathering information, supervision, and physica stock checking
and maintaining the record keeping equipment cost. It is difficult to
determine whether these expenses will be high or low except by making a
comparison of amount of actual inventory system (Handling and Whitin,
2004:17)).

2.3.2 Ordering Cost

It is assumed that carrying cost are entirely variable & increases in direct
proportion to the average size of inventory, ordering cost usualy are fixed
regardless of average size of inventory. For example, the cost of placing and
increasing an order generally refers inter office memos, using tax
transmission or long distance telephone calls and taking delivery-essentia
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are fixed regardless of average size of inventory (Weston, Bisley & Brigham,
1996:429).

In practice, the cost per order generally contains both fixed and variable
components, since a portion of the cost such as that of receiving and
inspecting the order normally varies with the quantity ordered. Ordering cost
may differ in the sense of inventories nature. In case of raw material,
ordering cost involves the clerical cost in placing an order as well as certain
cost of receiving and checking the goods once they arrive. For finished
goods, ordering cost involves scheduling a production run and for work-in-

progress ordering cost is likely to involve nothing more than record keeping.

Furthermore, ordering cost is the cost involved in placing & receiving an
order or purchased items. The expensesinvolved in this cost are: -

a) Cost of placing an order

b) Requisitioning cost

¢) Transportation/ shipping cost

d) Receiving, inspecting and storage cost

e) Salestax, customs etc

f) Clearing and forwarding cost

g) Insurance of raw material

h) Stationary cost

1) Bank commission/LC charges etc.

]) Telephone/Fax/Postage expenses to follow up
k) Cost incurred when raw materials arein transit

Ordering cost increases with the number of orders, thus the more frequency
in Inventory occurred, higher the firms ordering cost. On the other hand, if

the firm maintains large inventories level, there will be a few orders placed
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and ordering cost will be relatively small. Thus ordering costs decreases
with the increasing size of inventory. If the fixed costs associated with
ordering inventories is ‘O’ and we placed ‘N’ ordering per year, the total
ordering cost is given as. -

Total Ordering Cost (TOC) =0 X N
=0(SQ)
Where,
TOC = Tota Ordering Cost
O = Fixed cost per order
Q = Inventory quantity for each order
2.3.3 Stock out Costs

It is associated with demand. The depletion in stock resultsin loss of sales or
back order costs. When the sales lost due to stock out, the firm losses the
profit margin on unmade sales and the firm’s goodwill. If the customer uses
another business elsewhere, future profit margin may also be lost and back
order cost is needed to convince customers to use again after inventories
have been replenished. Back order cost includes loss of goodwill, money
paid to re-order goods and notification to customers when goods arrive
(Everett, Adams & Jebert, and 2000: 462).
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2.4 Inventory Mode
2.4.1 Periodic Re-view System

The system is sometimes called the constant cycle system. The system has
the following characteristics (Lucey T., 2004: 183).

Stock levels for al parts reviewed at fixed intervals e.g. every fortnight
where necessary a replenishment order is issued. The quantity of the
replenishment order is not a previously calculated EOQ, but is based upon
the likely demands until the next re-view, the present stock level and lead-

time.

The replenishment order quantity seeks to bring stocks up to a pre
determined level. The effect of the system is to order variable quantities at
fixed intervals as compared with the re-order level system.

2.4.2 Replenishment Model

Replenishment models or base stock models are effective in many real
inventory situations, particularly when delivery lead times are longer and
shortage cost are extremely higher or when stock counts are infrequent
(Joseph and Emest, 1970: 362-363).

This model is also called maximum liability model. Inventory costs are not
considered explicitly in the replenishment system and there is no fixed re-
order quantity instead, inventory is reviewed at periodic intervals, and if
there have been any sales since the last re-view, an order is placed. In this
model, there is only one number to be determined: M, The base stock or
maximum inventory level, SW is mean weekly demand, L is the mean lead
time in weeks, R is the Inventory review time in weeks, and B is the buffer
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stock in units. M must certainly be larger than LSW, which is just sufficient

to meet average demands until the ordered goods arrived. We therefore see

that the replenishment level is determined by the following formula:
M=SW((L+R)+B

Depending on whether lead time is greater than or less than the review time,
one of the following two rules is used for determining the re-order quantity
(q) under the replenishment Moddl: -

Q=M-1ifL<R
Q=M-I1-TifL>R
Where,
| = Inventory at areview time (in units)

T = Number of unit in transit (previous orders which haven’t yet
arrived)

The buffer stock B must be sufficient to guarantee an adequate service level
in the face of variations in both demands and lead-times. We take the
replenishment times as being the total of lead-time and review time and have
ameasure of the distribution in demand over.

When lead times are longer compared to review times, larger buffer stocks
are required.. For long times (and particularly for items which have a large
shortage costs), one finds replenishment models in which orders are placed

when an items (or a number of items) is sold.
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2.4.3. Inventory Modelswith Uncertainty

In ssmple inventory models, we assume that demand and supply as well as
lead times are constant. In many real world applications, demand cannot be
predicted with certainty and lead times often vary from one order to another.
A consequence of this variation is that stock outs may occur if future
demand exceeds our estimate if an order arrives later than expected. It is
possible to reduce the risk of stock-outs by carrying larger inventories called
safety stock or buffer stocks; however additiona costs are incurred by tying
up additional funds in inventories and risking the possibility of
obsolescence. The objective then, is to develop a model for determining
inventory policy that balances these risks and minimizes expected total
incremental costs.

2.5 Review of Previous Studies

Inventory Management is a wide subject but no-one pay attention in this
field. Many modern techniques to control inventory management have been
realized. In Nepal, many public & private enterprises have been established
as well as anaysis has been made but only on the aspect of financial
performance. A few researchers made the research in inventory management
of manufacturing companies. An attempt is made to review some of the
researches, which have been submitted in inventory management in the

context of Nepal.

Ms. Pathak (2007) carried out a research study on | nventory Management
of Hetauda Cement Industries Limited to examine the profitability and

efficiency of HCIL regarding inventory management. To find out the
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efficiency level, she has investigated various inventory related factors such
as raw-materials consumption and collection procedure, store and
warehousing techniques, production and supply techniques and its schedules
etc.

Ms. Pathak has used both secondary and primary data for analysis of the
inventory management system of HCIL. She has applied all accounting,
financial and statistical tools to evaluate and analyze the gathered data

Some of her remarkable findings were:

HCIL is not running even in its average capacity due to lack of

raw materials.

The company could not keep proper balance between yearly
demand and supply trend so the inventory stock is fluctuating

every year.

The company could not apply even basic inventory
management system, so it needs to apply the inventory control
system to strengthen the organization.

Mr. Dahal (2006) has carried out a research study on A Comparative
Study on Inventory Management of Dabur Nepal Pvt. Ltd. and Nepal
Lever Ltd. His aim of study was to examine and find out the present

position of inventory management of both the companies.

Mr. Daha has used both primary and secondary sources of data along with
previous studies, articles and published/unpublished officia records of both
organization for the sake of examination and analysis. He used various
accounting, financial and statistical tools to analyze the data. His findings

were:
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Both the organizations use raw materials from local, Indiaand
third countries where they are unable to practice inventory

management.

Purchasing of raw materials in NLL is fluctuated whereas
DNPL has increasing trend of raw materials procurements

because of sound management of demand and supply.

They both have invested huge amount in inventories but do
not apply dynamic inventory management system.

The researcher has suggested that the both companies should
apply the control of stock level to get better performance.

Mr. Upadhya (2005) has conducted A Study on Inventory M anagement
in Janakpur Cigarette Factory Limited. The study was to analyze the
performance of JCF on the basis of demand and supply trend regarding
inventory management. He has tried to identify the present practice of
procurement of raw materials, maintenance of work in process stock and
finished stock etc.

The researcher has collected related data from the factory using published
and unpublished official records. He aso used journals, magazines,
government and universities publications as a source of secondary data. Mr.
Upadhya used both qualitative and quantitative tools of various aspects to

present and analyze the data. Some of his important findings were:

The factory was highly dependent upon raw materia suppliers, it
means that the company was unable to find

competitive source of raw materials.
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- The company is aways facing stock out, overstock and under
stock problems, it is all due to lack of appropriate application of

Inventory management.

- The factory is running under traditional productions system,
which has arisen problems in implementation of scientific

Inventory system.

- The top-level management should pay attention in budgetary
and financia analysis along with purchasing, production and
financial aspects of inventory management to boost up the

organization.

Mr. Niraula (2004) has conducted A Study of Inventory Management in
Dairy Development Corporation, with special reference to Biratnagar
Milk Supply Scheme to determine the organizationa efficiency in terms of
Inventory Management. His main objective of the study was to identify the
organizationa efficiency in terms of Inventory Management and to identify

the inventory quality maintenance process of BMSS.

Mr. Niraula has collected both primary and secondary data for the sake of
examination and interpretation. Primary data has been obtained through
inquiries, informal talks and interviews with officers whereas secondary data
were collected from periodic bulletins, journal reports, and
published/unpublished records. He used various analytical tools to make the
research findings. Some of his remarkable findings are:

BMSS was unabl e to practice optimum order quantity in material

procurements.
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The project is running without practice of any scientific
Inventory management system, which bought loss in profitability

of the company.

Top-level management should pay due attention to improve
efficient application of inventory management to reduce

procurement costs, carrying costs and production costs.

2.6 Research Gap

These days, the new inventory management tools and techniques have been
increased dramatically. Progress in computer application and advanced
computer software available in the market has made it possible to control the
inventories. Besides it, there are many inventory control tools and
techniques that have been developed to optimize the inventories reduce

inventory costs.

Many studies have reported that implementation of scientific inventory
management is essential in Nepal ese business organizations. However, there
has been very little research reported on the effectiveness of scientific
inventory management and its impact on profitability. The purpose of the
present study is therefore to ascertain the effective use of scientific inventory

management tools to reduce costs and increase profitability of Organization.
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CHAPTER 11

RESEARCH METHODOLOGY

The above-mentioned objectives can be fulfilled by well-settled research
methodology. The proper analysis of this study can be meaningful only if the
right choice of research tools is made. Such selected tools should help to get
meaningful conclusion. “Research methodology refers to the various
sequential steps to be adopted by a researcher in studying problem with
certain object in view. It would be appropriate to mention that research
project are not suspect-able to any one complete and inflexible sequence of
steps and the types of problem to be studied will determine the particular
steps to be taken and their order too”. (C.R. Kothari, 1994: 19)

Thus, Research methodology is a technique of analyzing the obtained datato
solve the research problem. It consists of descriptive approach and statistical
tools. Descriptive approach is used to analyze the research problem, setting
hypothesis and other theoretical problem and aspects. Statistical tools are
used to analyze the numerical data.

In this chapter the focus has been made on research design, nature and
sources of data, sampling procedure, coverage of data, tools used for

anaysis and definition of some key terms used.

3.1 Introduction

Research methodology is the first steps to be taken for the study of the
problem by a researcher. This is full path of the study, which leads to the
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findings and fulfills the objective of the research study. Followings are steps
of research methodology used in this study.

- Research design

- Nature and Sources of Data
- Population and Sample

- Data collection Procedures
- Analytical Tools

- Methods of Analysis and Presentation

3.2 Research Design

“Research design is the plan, structure and strategy of investigation
conceived so as to obtain answer to research questions and to control
variance” (F. N. Kerlinger, 1978: 300)

Thus, Research methodology refers to the various sequential steps to be

adopted by the researcher in studying problem with certain object in view.

To conduct this study, descriptive and analytical research design has been
adopted. The study is based on historical data and an “ex post facto”
research because no variables are in the control of researcher and no
variables in this research is manipulated during the study period. Descriptive
research design is used for conceptuaization, problem identification,
conclusion and suggestion. Analytical research design is used for analyzing
the data to find out the result. The study is based on primary and secondary
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data. Objective of the primary data analysis in this study is to survey the
opinion of the concerned people about the topic i.e. inventory management.
Similarly, secondary data are analyzed to determine the relationship between
the production system and inventory management of FUDCO.

The study is mainly concentrated on case study of inventory management and
its impact of profitability on FUDCO and data are mostly secondary.
Therefore as per the nature of the study, analytical and descriptive research

design has been followed.

3.3 Nature and Sources of Data

The study is basically conducted on secondary data but primary sources have
been also used as per the requirements of the study. Depending on the nature
of data and information, following sources have been used for research

purpose:
1) Primary Sour ces:

- Direct interview and Supplementary questionnaires have been
conducted.

I1) Secondary Sour ces:
- Officia records and publications of FUDCO.
- Published and Unpublished records
- Government and non-government publications

- Previous Studies etc.
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3.4 Population and Samples

The research has been conducted to identify the applied techniques used to
acquire and to manage the inventories, to examine the profitability &
efficiency, and to analyze the different aspects of inventory management in
Food Production Complex of Chaudhary Group (FUCDO). As it is a case
study, the populations as well as samples are associated with FUDCO.

3.5 Data Collection Procedure

Secondary data are collected from published/unpublished information and
records of FUDCO whereas primary data are collected through questionnaire,
informal interview and discussion with the responsible head as well as
managerial person of the company.

3.6 Analytical Tools Applied

Secondary data collected in raw form are classified and tabulated in the
required form. The following accounting/financial tools and statistical tools
have been used for analysis and interpretation of data.

3.6.1 Accounting/Financial tools

There are different types of financial tools that are applied in order to evaluate

and examine inventory management in the research process are given below.
a. ABC Analysis

This technique is used to identify various items of inventory for the purpose

of inventory control. In this analysis, we divide the inventory items into
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three groups A, B and C. According to investment and value, inventories are
classified A, B and C groups.

b. EOQ Model

This model is used to find the economic quantity that we order to purchase

inventory at atime. It can be computed by using following formula

2A0

EOQ =
? C

Where A = Annual Consumption/Demand
O = Ordering cost per order
C = Carrying cost per units
c. No. of Order
This formula is used to find out how many times we order with EOQ

annually. This can be computed as under:

Annual Consumption/demand
EOQ

No. of order size =

d. Order Size
It is caculated by using following formulae:

Annual Demand
No. of Order

e. Average Inventory

Order size=

It is calculated by using following formulae:

(Opening Inventory + Closing Inventory) OR Order Size

Average Inventory = 5
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f. Total Cost
It refers to total inventory cost. It can be computed as under:

Total Cost = Total carrying cost + Total ordering cost

Where,
Total Carrying Cost = Average Inventory x Carrying Cost per Unit
Total Ordering Cost = Ordering Cost per Order x No. of Order

g. Re-Order Point

It isthat point a which the firm places an order with suppliers for procuring
an additional inventory equal to EOQ. This model is calculated to find out at

which point firm re-orders. It can be computed by using following formul ae:
ROP = Usage rate x Lead time [When safety stock is not mentioned]

ROP = (Usage rate x Lead time) + Safety stock [When safety stock is
mentioned]

h. Ratio Analysis
I. Inventory Turnover Ratio

It measures the efficiency on inventory management and how quickly
inventory is sold. It indicates the relationship between costs of goods sold &

inventory level. The formulais: -

Cost of Goods Sold OR Sales

Inventory Turnover Ratio = _
Average Inventory Closing Stock

Ii. Inventory Holding Days (DIH)
It measures how many days the firm holds the inventory. The formulais: -

Average Inventory

Inventory holding days =
y g day Cost of Goods Sold

X Days
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ili. Raw Material Turnover Ratio

This ratio examines how well the firm converts raw materials into WIP and
WIP into finished goods. The formulais: -

Material Consumed
Average Raw Material Inventory

Raw Materials Turnover Ratio =

Iv. Inventory to Total Assets Ratio

It measures the relationship between inventory and total assets. This ratio
can be computed for what percentage of inventory holds as an asset. The

formulais; -

Inventory

Inventory to Total Assets Ratio =
Total Assets

X 100

v. Inventory to Net Working Capital Ratio

It measures the relationship of closing stock of finished goods and working
capital. This ratio explains that percentage of working capital is represented
through closing stock of finished goods and if this closing stock is excessive
the liquidity resources of the business enterprises get reduced. The formula
is. -

Closing Stock

Inventory to Net Working Capital Ratio = : _
Net working capital

vi. Inventory to Current Assets Ratio

It measures how much inventory firms should keep as current assets. It

shows the relationship between inventories to current assets. The formulais:

Inventories
Current Assets

Inventory to Current Assets Ratio =
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vii. Inventory to Profit Ratio

This ratio tells how much inventory is needed to generate a unit of profit.

Theformulais:

Material Consumed

Inventory to Profit Ratio = :
Gross Profit

3.6.2 Statistical Tools

Many kinds of statistical tools can be applied to examine the relationship
between financial data of a company. In this study the following statistical

tools have been taken into consideration.
a. Mean

It is caculated by dividing the no. of variables to no. of items, symbolically,

y:@
N

Where X denotes mean/average.

Q X denotes the sum of all variables and N denotes no. of items
observed.
b. Standard Deviation (SD)

It is a measure of the deviation of each individua firm. It expresses
mathematically how far the individual values deviate or differ from the

mean. It is calculated using the following formula:

.- [S(x - x)?
n-1
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Where SD, n and d denote standard deviation, no. of observations and

deviation from assumed mean respectively.
c. Coefficient of Variance (CV)
It measures corresponding relative of variation. CV is computed as under:

oV =2 100
X

d. Coefficient of Deter mination
It measures the degree of correlation between two variables, one dependent

and another independent variable. Symbolically,

2
aQy+ béxv-s(’i'l)

e .2 S(y)*

e. Regression Analysis

Using the relationship between a known variable and unknown variable to
estimate the unknown one is called as regression analysis. It is an extremely
useful tool especidly in problems of business and industry involving
predictions. It is used to determine the statistical relationship between one

(or more) variable on the basis of others.

a Yl=a+bX1
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Where Y1 = Production, X1= Selling price per unit, a & b = regression
coefficients

b) Y2=a+bX2

Where Y 2 = Closing stock of finished goods, X2 = Sales, a& b = regression
coefficients.

¢0 Y3=a+bX3

Where, Y3 = purchase of Raw-materials, X3 = Sales, a& b = regression
coefficients.

d Y4=a+bX4

Where Y 4 = Operating profit, X4 = Closing stock of Raw-materials, a& b =
regression coefficients.

f. Correlation Analysis

The term Correlation indicates the relationship between two such variables
in which with changes in the values of one variable, the values of the other

variable also change.

If two or more quantities vary in same path so that movements in the one
tends to be accompanied by corresponding movements in the other(s), then
they are said to be correlated.

Karl Pearson, the greatest biologist and statistician, has given a formula for
the calculation of coefficient of correlation. This method of measuring
correlation is called “Pearsonian Coefficient of correlation.” This is the
mathematical method of measuring the degree of association between the

two variablessay x and y.

The formula of Karl Pearson’s coefficient of correlation is: -
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r =

n

Probable error of coefficient of correation

1-r2

n

P.E.=0.6745

The value of r in the universe would be:
r + P.E.
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CHAPTER - IV
DATA PRESENTATION AND ANALYSIS

Introduction

Inventory management is a part of overall management process of an
organization. It is the formal management process of an organization in
terms of minimizing investment on inventories and maximizing the
organization's overall earnings. Profit is major element of each and
every business endeavor for its long term existence. Survival and
further development to fulfill social and organizational expectations to
achieve the profit, isone of the major tasks of an organization to control
over itsinvestment on inventories.

The basic objective of this chapter is to present and analyze the
collected information for reasonable recommendations. In this section;
gathered data has been examined and analyzed using various financing
and statistical toolsin order to find out the organizational effectiveness
in terms of inventory management.

In this section, first part is analysis of inventory management and
second part is analysis of its effect on the present positions of inventory
management by using different statistical and financial tools.

4.1 Analysis of Inventory Management of FUDCO

Inventory management is the planning, directing, controlling and co-
ordination of those activities which are concerned with inventory
requirement. The major functions of inventory management are
planning and programming for material purchase, Store and stock
control, receiving and issue of material, transportation and material
handling of the materials and value analysis etc.

Especially the procedure of inventory management covers the activities
such a purchasing, receiving, store keeping, issuing and pricing.

4.2 Trend Analysis

4.2.1 Trend of Purchase of Materials Including Packing Materials (in terms
of Rs. Lakh)

Table No. 4.1
Trend of Purchase of Materials Including Packing Materials
Fiscal Year Total % Change | Average 1,267
Purchase
2003/04 5549.43 - SD. 1576.31
2004/05 6401.80 15.36 C.V. 21.69%
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2005/06 7381.80 33.02
2006/07 7238.82 30.44
2007/08 9762.28 75.91
Figure 4.1
Trend of Purchase of Materials Including Packing Materias
y
Total
Purchase

The above table shows the puych t raw materialsin terms
of their value over the five years period from 2003/04 to 2007/08. It
reveals that FUDCO purchased different raw materials costing
Rs.5549.43 in fiscal year 2003/043. It is4gflgsted by annual percentage
change taking f/ly 200304 as a base. It is Rs. 6401.804n f/y 2004/05
which is increased by 15.36% than the base year 2003/04. However it
also increased by 33.02%, 30.44% and 75.91% in the f/ly 2005/06,
2006/07 and 2007/08 respectively. The S.D and C.V. of purchase trend
are 1576.31% and 21.69% respectively.

From the above analysis it is observed that the material consumption in
the factory is erratic as the raw material has a direct relation with
production aswell as saleswhich wer e fluctuating over the study period.
This indicates that there is no sound purchasing policy in the
organization. The procurement of raw materialsisincreasing except in
fiscal year 2004/05, but it is not as much satisfactory. The increasing
rateis also in fluctuating trend in some year like 30.44% in f/y 2006/07
and then 75.91% in f/ly 2007/08. This situation may be due to lack of
proper planning for purchasing of materials. On an enquiry whether
the company is using the modern procurement technique like properly
maintained stock level, fixing level as well as economic order quantity
the authority didn't provide satisfactory answer. From this it is clear
that the company has neither maintained the maximum and minimum
stock level nor fixed the EOQ level.

To solve this problem to some extent there should maintain maximum
stock level, minimum stock level; reorder level as well as economic lot
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size. This helps the management to strike balance between liquidity and
profitability.
4.2.2 Trend of Inventory (Raw Material, Packing Materials and Finished
Goods) in Terms of Amount (in terms of Rs. Lakh)
TableNo. 4.2
Trend of Inventory

Fiscal Raw Packing | Finished | Total | Change| Average | 1618.52
year | Materials| Materials | Materials | Amount %
2003/04 | 405.00 671.39 139.60 | 1215.99 - S.D. 300.58
2004/05 | 424.76 77114 249.06 | 144496 | 18.83 C.V. 18.57
2005/06 | 514.44 850.08 265.19 | 1629.71 | 34.02
2006/07 | 593.31 1061.22 177.26 | 1831.79 | 50.64
2007/08 | 751.50 1091.05 127.60 | 1970.15 | 62.02
FigureNo. 4.2
Trend of Inventory
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1000 /.//./_-
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The above table presents increasing inventory position of FUDCO from
fiscal years 2003/04 to 2007/08. The inventory consists of stock of raw
materials, packing materials and finished goods which are given in terms of
amount. In fiscal year 2003/04 the factory held inventory stock costing Rs.
1215.99. The inventory stock for the fiscal year 2004/05, 2005/06, 2006/07




and 2007/08 was increased by 18.83%, 34.02%, 50.64% and 62.02% i.e.
amount Rs. 1444.96, 1629.71, 1831.79 and Rs. 1970.15 respectively than the
base year. This S.D. and C.V. are 300.58% and 18.57% respectively.

From the above analysis it is known that investment in inventory stock
of FUDCO isin large amount. And it is also known that the value of
inventory stock in every year is increasing. A huge investment on the
inventory stock in fiscal year 2007/08 may be due to the outline of
inefficient management of inventory. So, it can be concluded that the
production and sales plan of the firm is not practicable and realistic.
There is no proper co-ordination between the production, sales and
procur ement planning.
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4.2.3 Trend of Production Cost
The production of last fivefiscal yearsis presented below.
Production Cost = Total cost of Materials + Manufacturing expenses +
Closing Stock of Finished goods— Opening Stock of Finished Goods.
Table No. 4.3
Trend of Production Cost (Rs. in Lakh)

2003/04

2004/05

2005/06 2006/07

2007/08

Fiscal Production | % Change | Average 6369.63
Y ear Cost
2003/04 | Rs. 1556.69 - S.D. 71.30
2004/05 1586.82 1.94 C.V. 4541.51
2005/06 8630.758 454.43
2006/07 8545.24 448.94
2007/08 11528.66 640.59
Figure No. 4.3
Trend of Production Cost
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The table shows the trend of production cost of FUDCO. Production cost

include materials cost, manufacturing expenses, closing stock of finished

goods and subtracting of opening stock of finished goods. In the f/y 2003/04
the production cost is Rs. 1556.69 and it is increased by 1.94%, 454.43%,
448.94% and 640.59% amounted to Rs. 1586.82 to 11528.66 from fiscal
year 2004/05 to 2007/08 respectively. The S.D. and C.V. of 71.30% and
4541.51% show the company's satisfactory position.
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From the above analysis it is clear that the trends of production costs
are in increasing trend. From the analysis, it can be concluded that
there is a high deviation in the amount of annual needs, collection and
consumption. The annual production capacity is very far from the
existing production volume.

4.2.4 Trend of Salesin Terms of Value

TableNo. 4.4
Trend of Annual Sales (Rs. in Lakh)

Fiscal Year Annual % Change | Average 12643
Sales
2003/04 9992.12 - S.D. 19.29
2004/05 11111.48 11.20 C.V. 2438.90
2005/06 13177.44 31.88
2006/07 12531.17 25.41
2007/08 16400.96 64.14
Figure No. 4.4
Trend of Annual Sales
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The above table shows the sales amount from fly 2003/04 to 2007/08. The
sales was Rs. 9992.12 Lakh in f/ly 2003/04 and it is increased by 11.20%,
31.88%, 25.41% and 64.14% amounted to Rs. 11111.48 Lakh, 13177.44,
12531.17 and 16400.96 Lakh from f/y 2004/05 to 2007/08 respectively. The
S.D and C.V. of salestrend is 19.29% and 2438.90 respectively.

From the above table it can be seen that sales were not synchronized
properly asaresult although therewas an increase in total salesamount
but no increase in gross margin. It is due to inefficient production
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system. So, FUDCO should control production system and also
maintain regular sales system so that FUDCO will get gross profit
rather than aloss.
4.2.5 Trend of Net Profit in Terms of Vaue
Table4.5
Trend of Annual Net Profit (in Rs. Lakh)

Fiscal Year Total % Change | Average 220.23
Purchase
2003/04 193.25 - S.D. 44.97
2004/05 258.25 33.64 C.V. 20.42
2005/06 188.10 -2.66
2006/07 182.48 -5.57
2007/08 279.05 44.40
FigureNo. 4.5
Trend of Annual Net Profit
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The table shows that the trends of Net Profit are fluctuating. In f/y 2003/04
the Net Profit was Rs. 193.25 Lakh and then it is decreased frequently in
upcoming two fiscal years by -2.66% and -5.57% compared with the base
fiscal year 2003/04. The highest amount of net profit is Rs. 279.05 Lakh in
the f/y 2007/08 which has 44.40% positive growth from the base year. The
C.V.and S.D. of 20.42% and 44.97% of Net Profit seem not very good.
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From the above analysis it is found that by fighting various kinds of
factors, having good production system as well as by maintaining
regular sales system the company earns net profit but instability in net
profit is the main problem. There is a huge gap of net profit between
different years. The company's own system of showing net profit is also
main cause to represent the huge fluctuating trends.

4.3 Correlation

Correlation is a statistical tool, finding out the degree of association
between two or more variables with the help of which we can determine
whether or not two or more variables are correlated and if they are
correlated the degree and direction of correlation is determined.
Correlation is said to be postive or negative according to the
movementsin the same or in the opposite directions.

According to L. R. Corner," If two or more quantities vary in same
path so that the movements in the other then they are said to be
correlated.”

The numerical measurement of relationship between the variable is
denoted by the symbol 'r' whose value ranges from -1 to +1 i.e
—1<r<+1

If r = 0, thereisno reationship between thevariables

If r << O, thereisnegative relationship between the variables.

If r = 0, thereis positiverelationship.

If r = +1, then therelationship is perfectly positive.

If = —1, then therelationship is perfectly negative.

4.3.1 Correlation between the Purchase and Inventory

Here the correlation is used to analyze the relationship between
purchase and inventory through the Karl Pearson's co-efficient denoted
by 'r'. For this purpose actual purchaseis denoted by x and assumed to
be independent variable and inventory is denoted by y and assumed to
be dependent variable.

Calculation of correlation co-efficient between purchase and inventory
Is shown in appendix 1. The value of r is 0.8634. The figure of the value
of 'r' shows that there is a positive correlation between purchase and
inventory. Similarly, probable error is also calculated in the same
appendix to test the significance of r. The value of probable error is
r=0.0768. To check the significance of co-efficient of correlation, co-
efficient r appears greater than six times the probable error i.e
0.8634>6x0.0768. This shows that calculated value of correlation co-
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efficient is significant. It means the purchase and inventories are
varying in same directions.

4.3.2 Correlation between Sales and Inventory

To find out relationship between sales and inventory Karl Pearson's co-
efficient of correlation donated by 'r' is used For this purpose sales is
denoted x and assumed to be independent variable and inventory is
denoted by y and assumed to be dependent variable. Theresultsare:
Calculation of correlation co-efficient between sales and inventory of
FUDCO isgiven in appendix 2. The value of r is 1.40 which means that
thereis positive relationship between sales and inventory. The probable
error comes -0.2896. We know if the correlation value'r' isgreater than
six times the probable error then only correlation co-efficient is
significant but correlation 'r' is greater than six times the probable
error i.e. 1.40>6x-0.1896 from appendix 2. So it concludes that the
calculated value of correlation coefficient is significant and sales and
inventory arevarying in same directions.

4.3.3 Correlation Coefficient between Purchase and Sales

Using Karl Pearson's coefficient of correlation denoted by 'r', we have
to find relationship between purchase and sales. For this purpose
purchaseisassumed as an independent variable denoted by 'x' and sales
Isassumed as dependent variable denoted by 'y'. The consequencesare:
From appendix 3, the value of coefficient of correlation 'r' of FUDCO is
0.9963 which indicates that there is positive relationship between sales
and purchase. That means both are varying in little bit same direction.
Similarly, probable error  is 0.0022. To check the significance of
correlation 'r', the value of correlation 'r' must be greater than six times
the value of probable error. The result comes out that the value of 'r' is
greater than six times the probable error i.e. 0.9963>6x0.0022. The
conclusion is that value of correlation is significant and purchase and
salesarevarying in samedirections.

4.3.4 Correlation Coefficient between Net Profit and Inventory

To find out the relationship between net profit and inventory we use
Karl Pearson's coefficient of correlation denoted by 'r. For that purpose
we assumed inventory as an independent variable denoted by x and net
profit as a dependent variable denoted by y. The result between two
variables comes as follows:
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From the appendix 4, the value of correlation coefficient 'r' of FUDCO
Is 0.3054. It means there is almost positive relationship between net
profit and inventory. Similarly probable error isalso calculated in same
appendix. The value of correlation 'r' is not greater than six times the
value of probableerror i.e. 0.3054<6x0.2735. Sc, the value of correlation
Is significant. In this case we can conclude that net profit and inventory
arevarying with low degreein the same direction.

4.4 Regression Analysis

Regression analysis is the average relationship between two variables
and this relation is used to estimate or predict the likely value of one
variable from specific value of other variables. In other words
regression is that statistical tool with the help of which the unknown
value of one variable can be estimated or predicted on the basis of
known value of other variables.

According to M.M. Blair "Regression is the measure of the average
relationship between two or more variablesin terms of the original unit
of the data."

In regression analysis there are two types of variable one independent
and another is dependent variable.

Thesimpleregression equation lineof yon xisy = u + bx

Where, y= dependent variable

X= independent variable

a= numerical constant measureswhich isintercept of liney

b= regression coefficient of y on x. These measur es the aver age changes
in the value of y compounding to a unit it change in the value of x.

4.4.1 Simple Regression Analysis of Inventory on Purchase

Regression equation y = « + bx

Table 4.6
Simple Regression Analysis of Inventory on Purchase
Manufacturing | Constant | Regression | Standard Co-efficient of
Company Value(a) | coefficient(b) | error(SE.) | determination(R<)
FUDCO 422.40 0.1646 0.1136 0.7807

The above table describes the simple regression analysis of inventory on
purchases. In the result FUDCO has lower postive regression
coefficient (b) which is 0.1646. It implies that purchase will increase
inventory by Rs. 0.1646. On other hand if purchase is zero average

inventories seem to be Rs. 422.40. The coefficient of determination (R<)
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1s0.7807 which indicates that 78.07% variation in inventory is explained
by variation in purchase. Standard error is equal to 0.1136%.lt means
0.1136% estimation isincorrect and 0.8864% is correct.

442 Smple Regresson Analysis of Inventory on Sales Regression
Equationy = a + bx
Table 4.7
Simple Regression Analysis of Inventory on Sales

Manufacturing | Constant | Regression | Standard Co-efficient of
Company Value(a) | coefficient(b) | error(S.E.) | determination(R<)

FUDCO 1777.29 0.2687 -0.4293 0.8155

The above table explains the smple regression analysis of inventory on
sales. The regression coefficient (b) is 0.2687. It implies that there is a
positive impact of sales on inventory as if sales increases the stock will
increases and vice-versa. One rupee increase in sales will increase
inventory by average of Rs. 0.2687. On other hand if sales is zero,
average inventory will be Rs.1777.29 because constant value of (a) is

1777.29. The coefficient of determination R is 0.8155. This indicates
that 81.55% variation in inventory is explained by sales. Standard error

1S -0.4293 which means 100% estimation iscorrect.
4.4.3 Simple Regression Analysis of Profit on Inventory

Regression equation y = u + bx
Table 4.8
Simple regression analysis of profit on inventory

Manufacturing | Constant | Regression | Standard Co-efficient of
Company Value(a) | coefficient(b) | error(S.E.) | determination(R*<)

FUDCO 145.76 0.046 0.4055 0.0936

The above table shows the result of simple regression between profit
and inventory. The slope of coefficient (b) of FUDCO is 0.046 which
means the marginal propensity to profit is Rs. 0.046.1t means that if
inventory increased by a rupee on the average the net profit goes up by
Rs.0.046. The constant value of (a) is Rs. 145.76 that indicates the
average profit will not fall below this amount even if inventory is zero.

The co-efficient of determination R<is 0.0936. The result indicates that
9.36% variation in profit is explained by variation in inventory.
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Standard error is 0.4055 that is 40.55% estimation is incorrect and
59.45% iscorrect.

4.5 Test of Hypothesis

Regarding to set the test of hypothesis the available sample data is small
l.e. n<30, so t-test is used. t-test has a number of applications in
statistics. Here t-test is used to test the significance of regression
coefficient.

In fitting regression of dependent variable y and independent variable
X, the simpleregression equation is obtained as:

y=u+ bx

4.5.1 Test of Hypothesis between Purchase and Inventory

Applying t-test for significance of regression coefficient between
purchase and inventory, hereit isassumed that purchase isindependent
variable and inventory is dependent variable.

Hypothesis Setting:

Null hypothesiss Ho:b = Qi.e. there is no relationship between

dependent variable y and set of independent variable x or regression is
not significant. [Alternative hypothesis H,:b =0 i.e. dependent

variable depends on independent variable or regression issignificant.

Table4.9
t-test of Purchase and Inventory
Manufacturing | Regression Standard teat tiap at 5%
Company coefficient(b) | error(S.E.) level of
significance
at 8d.f
FUDCO 0.1646 0.1136 1.4464 2.306

The above table explains the test between purchase and inventory. The
tabulated value of t;,;, at 5% level of significance based on

(Dy +ny; =5+ 5—2) of degreeof freedom is 2.306.
For FUDCO calculated t value ==:=1.4464 which is lower than tabulated
value. t tab =2.306. i.e.1.4464<2.306.Therefore null hypothesis is

accepted. It means the slope of regression coefficient is insignificant or
the dependent variableinventory is dependent upon purchase.
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4.5.2 Test of Hypothesis between Sales and Inventory

Applying t-test for significance of regression coefficient between sales
and inventory, it is assumed that sales are independent variable and
inventory is dependent variable.

Hypothesis Setting:

Null hypothesis: Ho: b = 0 i.e. regression co-efficient isinsignificant or
there is no relationship between dependent variable Y and set of
independent variable X.

Alternative hypothesis. H;:b =0 i.e regresson co-efficient is

significant or dependent variable depends on independent variable.

Table4.10
t- test of Sales and Inventory
Manufacturing | Regression | Standard Eeat tian at 5%
Company coefficient(b) | error(S.E.) level of
significance
at 8d.f
0.2687 -0.4293 -1.42 | 2.306
FUDCO

The above table explainstheresult of t-test between sales and inventory.
Tabulated value taken at 5% level of significance based on degree of
freedom of (ry+r,-2=8) is 2.306. The calculated t value of FUDCO is
lower than the tabulated valuei.e. -1.42 < 2.306. Thus it may be
concluded that null hypothesis is accepted. It means the dope of
regression co-efficient is ingsignificant. There is no significant
relationship between dependent variable inventory and independent
variable sales.

4.5.3 Test of Hypothesis between Inventory and Profit

To check the significance of regression co-efficient between inventory
and net profit t-test is used. Here for the purpose, it is assumed that
inventory is independent variable denoted as X and profit is dependent
variabledenoted as Y.

Hypothesis Setting:

Null hypothesiss Ho:b=10i.e. the regresson Co-efficient is

insignificant or there is no relationship between dependent variable Y
and set of dependent variable X.
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Alternative hypothesis:H;:b = 0 i.e. the regression co-efficient is

significant or the relationship between dependent and independent
variableis significant.

Table4.11
t-test of Inventory and Profit
Manufacturing | Regression Standard | t.. tiay at 5%
Company coefficient(b) | error(S.E.) level of
significance
at 8 d.f
FUDCO 0.046 0.4055 0.1134 | 2.306

The abovetable describesthe result of t-test or significance of
regression co-efficient between inventory and profit. The tabulated
valueistaken at 5% level of significance based on 8 degr ee of freedom
(ny+n,-2=8) is 2.306.

On the basis of aboveresult the tabulated value of FUDCO is 2.306

which isgreater than the calculated value of ti.e. tiq, 2.306>%::0.1134. It
may be concluded that null hypothesisis accepted. It meansthe slope of
regression co-efficient isinsignificant i.e. dependent variable does not
significantly depend upon set of independent variableor profit is not
significantly dependent upon inventory.

4.6 Ratios relating to Inventory Management
4.6.1 Inventory Turnover Ratio

It measuresthe efficiency on inventory management and how quickly
inventory issold. It indicates the cost of goods and investment level.

In general high turnover ratio isbetter than low ratio. High turnover
ratio indicates good inventory management; finished good's are quickly
sold over period of timeand firm isableto earn profit. Similarly, avery
low inventory turnover ratio signifies excessive inventory isover
investment in inventory. Low inventory turnover shows firm has more
stock of finished goodsfor sales. Dueto this, inventory involves cost in
terms of interest of blocked amount, rent of ware house, damage, and
deterioration and so on. A low ratio may be result of obsolete goods over
valuation of closing stock, reduce demand in market, mor e pur chase of
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raw-materialsin anticipation of futureincreasein their process and so

on.

Therefore, the company hasto keep optimum level of inventory.
Through the study of inventory turn-over ratio, it helpsto detect the
Imbalance investment in the variousinventory components. | nventory
turnover ratio can be calculated by using the following formula.

Cost of GoodsSold
Averagelnventory

Inventory Turnover Ratio =

Cost of good sold = Opening stock + Purchase + Direct Expenditure —

Closing Stock.

Table4.12
Inventory Turnover Ratio in Term of Vaue (Rsin Lakhs)

Fiscal Year | Cost of Goods Sold | Average Inventory | Turnover Ratio (Times)
2003/04 5752.91 159.70 36.02

2004/05 8103.53 194.33 41.70

2005/06 8630.76 968.05 8.92

2006/07 8545.24 1809.20 4.72

2007/08 11878.33 2026.24 5.86

In another way, we can compute the inventory turnover ratio by

dividing closing stock by sales.

Inventory Turnover Ratio =

Sales

Closing Stock

In thisformulae salesisvalued at market price and closing stock is

valued at cost price, so it isnot comparable. Appropriate formulato

calculateisdescribed earlier.

From the above tabulation it is known that inventory turnover ratio of

FUDCO issatisfactory. It meansinventories are not on warehouse alone
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and it ison the processing. Necessary investmentstied upon it. It helps

to generatethe profit of the firm.

4.6.2 Inventory to Current Assets Ratio

Current assets mean those assets which are held for their conversion
into cash with in ayear or immediately or already in case. It refersthe
liquidity position of the organizations. Inventory isthe main part of the
current assets. | n manufacturing public enterprisesin Nepal, inventory
to current assetsratio should be about 45% to 50% . However inventory
to current ratio constitute 60% of public limited companiesin India.

Inventory To Current Assets Ratio = Culrrr“;netnfgets
Table4.13
Inventory to Current Assets Ratio (Rs. in Lakh)

Fiscal Year Inventory Current Assets Ratio (Percentage)
2003/04 139.60 3968.48 3.52
2004/05 249.06 4312.14 5.78
2005/06 1687.03 7291.94 23.14
2006/07 1931.36 5200.37 37.14
2007/08 2121.12 5054.76 41.96

According to abovetable of inventory to current assetsit isclear that
the highest ratio is41.96% in F/Y 2007/08. It isin increasing trend. In
the context of Nepalese manufacturing company, FUDCO isnot in

satisfactory level. From the above calculation, it is clear that the
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company has no satisfactory result about inventory to current assets
ratio through out the study period. Any company holding more
Inventories can not mobilize the amount which is blocked in inventory
asthe company cannot sell it immediately. So it directly affectsthe
profitability of the firm. Dueto blocked amount in inventory, the
company cannot invest in other areas. So, the company loosesthereturn

of that blocked amount in inventory.

4.6.3 Inventory to Total Assets Ratio

Inventory to total assetsratio is calculated by using following formula:

Inventory

Inventory to Total AssetsRatio = ———
Total Assets

Here, inventory means closing stocks of raw materials, WIP, finished
goods, other materials spare, tools, consumable and goodsin transit.
Total assets mean fixed assets plus current assets.

Table4.14
Inventory to Total Assetsin Terms of Value (Rs. in Lakh)
Fiscal Year Inventory Total Assets Ratio
(Percentage)
2003/04 139.60 7779.94 1.79
2004/05 249.06 7702.89 3.23
2005/06 1687.03 10494.89 16.07
2006/07 1931.36 10296.03 18.76
2007/08 2121.12 10153.89 20.89

From the above tabulation of FUDCO, it is known that minimum
inventory to total assetsratiois1.79% in F/Y 2003/04 and maximum
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ratiois 20.89% in F/Y 2007/08. According to Brigham inventory to total
assets ar e concentrated within 16% to 30% areoptimal ratio. It can be
said that FUDCO istrying to keep good ratio of inventory to total
assets.

4.6.4 Net Profit Margin

Thisratio establishesthereationship between Net profitsto net sales
and showsthe efficiency of management to earn net profit through
sales. Thisratio helpsto deter mine the operation efficiency of

management.

Net Profit

Net Profit Margin Ratio =
Sales

Table4.15

Net Profit Margin (Rs. in Lakh)

Fiscal Year Net Profit Sales Ratio(Percentage)
2003/04 193.25 9992.12 1.93
2004/05 258.25 11111.48 2.32
2005/06 188.10 13177.44 1.43
2006/07 182.48 12531.17 1.46
2007/08 279.05 16400.96 1.70

From the abovetabulation of FUDCO, it isknown that minimum
inventory to net profit margin ratiois 1.43% in F/Y 2005/06 and
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maximum ratio is 2.32 in F/Y 2004/05. According to Brigham higher net
profit margin isoptimal ratio. It can be said that FUDCO istrying to
keep good ratio of net profit to sales.

4.6.5 Return on Assets

Thisratio showstherelationship of net profitsand total assets. Itisto
determine how efficiently the total assets have been used by the
management. Thisratio indicates the ability of generating profit per
rupee of total assets. It also evaluates the percent return on the total
assetsas a guide for expected future purchase of assets. Higher ratio
shows the mor e efficient operation of management and lower ratio
shows the low efficient operation of management. Thisratiois

computed by
RetUrn on Assets = Net Profit After Tax
Total Assets
Table4.16
Return on Assets (Rs. in Lakh)

Fiscal Year Net Profit Total Assets Ratio (%)
2003/04 193.25 7779.94 2.48
2004/05 258.25 7702.89 3.35
2005/06 188.10 10494.89 1.79
2006/07 182.48 10296.03 177
2007/08 279.05 10153.89 2.75
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The above table shows the maximum fluctuation in the computed ratio.
Higher ratiois 3.35% in f/y 2004/05 wher eas the minimum is 1.77% in
fly 2006/07 during the f/y 2003/04 to 2007/08. Aggregately it seemsto be
satisfactory but not enough for FUDCO. Efficient utilization of total
assetsto generate the profit must be high.

4.7 Analysis of Primary Information Collected Through Questionnaire

To maketheresearch work mor e effective and accur ate, some primary
data were collected through questionnaire distributed to company’s
employees serving in different post i.e. production manager, purchase
manager, sales assistant and stor e keegper. Questionnaire used are given
in appendix A

All respondent in total helped in filling up questionnaire. On the basis of
answer s given by them, the infor mation has been arranged in tabular

form which isgiven below:

Question No. 1

According to respondents answersfor question no. 1 "'what arethe
basic motives for holding inventory management in your organization?"
50% of total respondents said Transaction Motivesand 50% of
remaining respondents gave their view towards Precautionary Motives

for holding inventory management in their organization.

Question No. 2
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" Doesyour organization use inventory management?" Three

respondentssaid ''yes' and onerespondent said ''no'"'.

Question No. 3

" Which method does your organization use for collection of raw
materials?" All four respondents said that the factory uses both direct
collection method & collection through agent by global tender.

Question No. 4

"Isthereproper target for materials purchasein your factory?" three
respondentssaid in respect to question that thereisno proper target for
material purchasein factory and onerespondent said that thereis

proper target for material purchase.

Question No. 5
"Isthefactory following EOQ model in purchasing decision?" All
respondents said that the factory isnot using EOQ model in purchasing

decisions.
Question No. 6
"|stheredeviation in the amount of annual needs and annual collection

and annual consumption?" Two respondentsreplied to the question

"yes' and two " no".

4.8 Major Findings of the Study
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Theinventory management of FUDCO and itsimpact on profitability

has been analyzed by using different tools revealed amicable

performance of the factory. However, data analysisand inter pretation

of FUDCO revealsthemajor findings asfollows:

From Secondary Data:

>

The investment in inventory stock of FUDCO is in large

amount, the value of inventory stock isin fluctuating trend.

The consumption pattern of the industry is also fluctuating
from year to year like purchasing pattern. This shows that
the company is not able to utilize its existing capacity in the
production of finished product.

The trend of demand and supply of raw material is

increasing each year throughout the study period.

The production cost is in increasing trend. So, we can
conclude that there is a high deviation in the amount of

annual needs, collection and consumption.

Sales were not synchronized properly as a result although
there was an increase in total sales amount but no increase
in gross margin. The sales was Rs. 9992.12 lakh in fly
2003/04 and it isincreased by 11.20%, 31.88%, 25.41%, and
64.14% amounted to Rs. 11111.48 lakh, 13177.44, 12531.17
and Rs. 16400.96 lakh from f/ly 2004/05 to 2007/08
respectively.
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The trends of net profit are also in fluctuating trend. In fly
2003/04 the net profit was Rs. 193.25 lakh and then it is
decreased frequently for upcoming two year by -2.66% and
-5.57% comparing with the base year 2003/04. So, we
conclude that by fighting with various kinds of factors and
following good production system as well as by maintaining
regular sales system the company earns net profit but

instability in net profit isthe major problem for company.

The inventory turnover ratio of five years study period
(fiscal year 2003/04 to 2007/08) were 36.02x, 41.70x, 8.92x,
4.72x and 5.86 times respectively. The highest inventory
turnover ratio is 41.70x times in f/ly 2004/05 and the lowest
IS 4.72 times in f/ly 2006/07. Inventory turnover ratio of
FUDCO is satisfactory. It means inventories are not on

war ehouse and necessary investment tied up on it.

The highest inventory to current assets ratio is 41.96% in
fly 2007/08. It is in increasing trend. In the context of
Nepalese manufacturing company, it does not any
satisfactory situation about inventory to current assetsratio
which are 3.52x, 5.78x, 23.14x, 37.14x and 41.96x from fly
2003/04 to 2007/08 respectively.

Minimum inventory to total assets ratio is 1.79% in fly
2003/04 and maximum ratio 20.89 times in f/y 2007/08.
According to standard, the inventory to total assets ratio
are concentrated in 16% to 30% are optimal. So, we can say
that FUDCO istrying to keep good ratio.

Net profit margin of FUDCO is very fluctuating. The
highest net profit margin ratio is 2.32% in f/y 2004/05 and
lowest is 1.43% in f/ly 2005/06. FUDCO is not able to
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maintain 5% net profit margin. It indicates the poor

efficiency of management.

In FUDCO, maximum fluctuation is seen about return on
assets ratio. Highest ratio is 3.35% in f/y 2004/05 whereas
the minimum is 1.77% in f/ly 2006/07 during the f/y 2003/04
to 2007/08. Aggregately it seems to be good but not so

enough.

The correlation co-efficient between purchase and
inventory, sales and inventory, purchase and sales, net
profit and inventory are all positivei.e. r = 0.8634, 1.4,
0.9963 and 0.3054 r espectively.

The regression analysis between inventory and purchase of
FUDCO is positive regression co-efficient, i.e. 0.1646 which
implies positive impact of purchase on inventory. The
coefficient of determination R? of FUDCO is 0.7807 and
indicates that 78.07% variation in inventory is explained
due to variation in purchase. Similarly, checking the
significance of regression co-efficient by applying t-test, the
regression co-efficient is statistically insignificant but the

slope of regression co-efficient is statistically significant.

In regression analysis between sales and inventory, the
regression co-efficient b is positive i.e. 0.2687 of FUDCO
which implies positive impact of sales over inventory. The
co-efficient of determination R* is 0.8155 which indicates

that 81.55% variation on inventory is explained by sales
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and remaining by other factors. Checking the significance
of regression co-efficient by using t-test of FUDCO the
regression co-efficient is statistically insignificant but slope
of regresson co-efficient of FUDCO is statistically

significant.

» Theregression co-efficient between inventory and profit (b)
IS positive i.e. 0.046 which means positive impact of
inventory on net profit. Te result of co-efficient of
determination R? is 0.096 which indicates that 9.36 %
variation in profit isexplained by variation in inventory and
rest by other factors. The standard error is 0.4055.
Checking significance of regression co-efficient by applying
t-test, null hypothesis is accepted. It means there is no

significant relationship between inventory and net profit.

From Primary Data

The basic motive for holding inventory management in

organization istransaction motives and precautionary motive.
Thefactory isnot following EOQ model in purchasing decisions.
Thereisno proper target for materials purchasesin industry and

the prices and quantity of collection of materials are fluctuating

from year to year.
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The consumption pattern of industry is also fluctuating from year
to year like purchasing pattern. This shows that the company is

unableto utilize its exiting capacity in the production of noodles.

The consumption and production trend of the factory is
decreasing. And the ratio between consumption and production of
noodles indicates a fluctuating trend. The trend of material cost
and cost price of the noodles arein increasing trend. And thereis
high deviation in the amount of annual needs, annual collection
and consumption. The annual production volume has not been

ableto meet its production capacity.

Thetrend of demand and supply of raw materialsisincreasing.
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CHAPTER-V
SUMMARY, CONCLUSION & RECOMMENDATIONS

5.1 Summary

In our country Nepal, public enter prises wer e established for the

pur pose of preparing infrastructurerequired to produce goodsin the
country, to increase export items, to help in controlling price situation,
to create opportunities for employment and increase gover nment
revenues and to contribute significantly in the national development as

well asto assist in the country's economic advancement.

The establishment of import substituting industry in Nepal has a great
Importance. It isone of the means among other to achieve the goal of the
economic development in our country. Such industry minimizesthe
import of goods on one hand and it employslocal resourcessuch as
labor and materialswithin the country on the other hand. Further these
industriestend to create employment opportunities and gener ate
revenuesin the gover nment exchequer and then it helpsto makethe

balance of payment favorable.

The basic objective of the study isto examine the inventory
management system as practiced by FUDCO. The present study
basically aimed at variables of the inventory management. Resear ch
methodology isatool for scientific study which is supported by
collection, analysis and inter pretation of data, infor mation, facts and

figures, financial and statistical tools.

The analysis of the study include analysis of inventory management in

FUDCO, analysisof itseffect on the present position of inventory
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management through ratio analysis, regression analysisand correlation
analysis, For this purpose the data covering a five year 2003/04 to
2007/08 are picked up.

So far the study has a broad scope academically aswell as practically.
Asamaster'sdegreethesis, thisthesis haslimitations. Asthe study is
concer ned with inventory management system of FUDCO and its

impact on profitability, the nature and scope of the study islimited to

thisvary aspect only.

5.2 Conclusion

In conclusion, it can be said that Inventory Management isan
important part of any manufacturing organization. Many firms become
failure duetoimproper management of inventory. To produce any
goods or services, it requires many types of material, direct or indirect.
If the firm does not get any required materials at needed time,
production system may be disturbed and fail to produce and sale
required quantity of products. Keeping moreinventory will be
expensive as it needslarge amount to invest in inventory Not only that
keeping large amount of inventory will also increase cost associated with
inventory wher e as keeping minimum amount will create the problem of
shortage. Therefore, inventory management plansfor required amount
of different types of inventory, required period and optimal cost
associated in it.

Any stock that a firm keepsto meet its futurerequirement for

production and salesis called inventory. The basic reason for holding
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inventory isto keep up the production activities unhamper ed.
Inventoriesarea part of assets, which are used within oneyear. In the
normal cour se of business oper ation, manufacturing organization's
inventory areraw materials, work-in-progress, finished goods, spare
parts, suppliersetc. Therefore, combination of raw materials, work-in-
progress, finished goods and suppliersis called inventory. Managing the
stock at lowest cost is called inventory management. In other words, the
planning, coordinating and controlling activitiesrelated to the flow of
inventory into, through, and out of an organization is called inventory

management.

Therefore, the main objective of inventory management isto minimize

thetotal cost and maximize profit of firm.

5.3 Recommendations

The study stressesthe need for a good inventory management system to
the better performance of the company. If FUDCO initiates stepsto the
appropriate management of inventory, certainly it will achieveits set
objectives successfully. On the basis of the study, the following

suggestions are recommended for consideration.

There is lack of proper planning of purchasing raw materials
because the procurements of different raw materials are
fluctuating from year to year. FUDCO has not given proper
attention to this important segment. So it is suggested that the
procurement department with the cooperation of production and

marketing department should analyze the annual required
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materials following an appropriate purchasing policies. For this, if
possble maximum stock level and re-order level as well as
economic lot size should be fixed. This helps the management to
strike balance between liquidity and profitability in the company.

There is high deviation in the amount of annual collection and
consumption. The annual production capacity isvery far from the
existing production volume. Due to this the production cost per
ton of FUDCO is very high than the material cost per ton.
Therefore, FUDCO should purpose production plan on the basis
of market demand and try to utilize its means of production
effectively.

If the company is not using its full capacity, the production cost
would naturally be high. Other things remaining the same, if the
production increased the company could make a profit. So
FUDCO should utilize its production capacity in full aswell as co-
ordinate between factors of production.

The company lacks an effective and efficient inventory
management system for controlling inventory. Due to this, the
huge money is blocked in the inventory. How much money should
the company invest in the inventory? How much inventories
should be stocked? How can we minimize the inventory cost?
What is the optimum EOQ? and what is optimum ROP ? are the
guestions which the company should pay more attention for the
better performance.

In the respect of Inventory to Current Assets Ratio, FUDCO's
situation is very poor. During the 5 years study period, the

company's inventory turnover ratio is very poor. It indicates
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excessiveinventory kept by the firm. In other words, the company
has mor e stock of finished goods for sale. As more inventoriesare
kept in the stock, unnecessary investment istied up on it. FUDCO
IS not able to change its inventory into receivable/cash through
sales. So FUDCO has to give more attention to improve its
inventory turnover.

FUDCO has no plan as to how much working capital should be
kept in the form of closing stock of finished goods. Generally 85%
of working capital in the form of closing stock of finished goodsis
considered as an ideal ratio. But unfortunately, during the study
period we do not find such optimum ratio. So it is better to
iImprove the relationship of closing stock of finished goods and
working capital.

Material is an important item of inventory in production and in
manufacturing organization. Proper material management is not
found in FUDCO. Studies by expertsin this field have bought out
that, if an organization can affect 5% saving in material cost, it
would be as increasing the production or sales by about 36%.
Hence the company is advised to enhance the materials control

mechanism.
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Appendix-A
Request Letter

Dear Respondent/Participant

| am a student of Nepal Commer ce Campus. | am going to conduct a research
on the topic "Inventory Management in Food Production Complex of
Chaudhary Group” in partial fulfillment of the requirements for the degree
of MBS. The reply will be kept secrete and used for only research purpose.
Information provided by you istreated as confidential in thisresearch. Your

participation will be asa volunteer.

This research is conducted to know effectiveness, problem and prospects of
Inventory Management in an organization. This academic research will have
findings of significance and value to society in general. Your help will be
highly appreciated.

Researcher'sName & Signature Date
Scheduled and Structural Questionnaireto Official.
Name:
Department:
Post:
Pleasetick (v') the appropriate answer as per your opinion from the
following answers:

1. What ar e the basic motivesfor holding inventory in your
organization?

a. Transaction Motives

b. Precautionary Motives

c. Speculative Motives

d. Others
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Does your organization have the system of inventory management?

a. Yes

b. No

Which method does your organization use for collection of raw

materials?

a. Direct Collection Method

b. Through Agent by Global Tender

c. Noneof them

Isthereproper target for materials purchasein your factory?

a. Yes

b. No

Isthefactory following EOQ model in purchasing decision?

a. Yes

b. No

Istheredeviation in the amount of annual needs, annual collection

and annual consumption of materials?

a. Yes

b. No

What arethetrend of demand and supply of raw materials?

a. Increasing

b. Decreasing

c. Congtant
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d. None

8. Isfactory ableto utilize its existing capacity?

a. Yes

b. No
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