
Financial Management

Controlling Inventory Costs
 

In this series of columns on how a small business can lower their expenses, I have 
chosen to discuss the cost of inventory today.  Those businesses that sell or manufacture 
products are aware of the costs to maintain inventory, especially when it sits unsold in 
your warehouse, garage, or basement.  I like to remind my SCORE clients that inventory 
is money.  It's cash that's tied up.  And it has many associated costs.  So, how can you 
cut inventory costs? 
 

In my observations, the most common mistake is too much inventory.  That creates cash 
flow issues, as well as increased costs (for handling the inventory. One thing that helps 
is to track the inventory turnover and compare it to industry norms and ratios.  These 
industry statistics can be gotten from joining trade associations or in business research 
documents. 
 

Here are some considerations for managing inventory. 
1.     Don't fall in love with your inventory.  Get rid of slow-moving inventory at any 
price in order to get the cash back into the business and working for you.  A common 
issue for retailers is that they love to go to shows and buy stuff and they love to get the 
shelves in their store really full. The problem is that they don't manage their inventory. 
They are better buyers than they are sellers. And if they've got a slow seller they won't 
sell at break-even or loss. Instead they'll say, 'Oh somebody will buy it someday.

2.     Understand inventory turns and profit margins. Usually, the greater the number of 
inventory turns per year (the amount of time it takes to sell out your inventory), the 
narrower you can make your profit margins (and the lower your prices). For example, a 
national grocery chain can sell at a narrow margin because they turn at least fifty times a 
year. At the same time, by turning that much inventory, the grocery chain has more 
buying power and can seek lower prices. But a jewelry store has wider margins because 
they turn on an average of 1 to 2 times a year.  If you don't understand those principles, 
you'll be wondering where the money is.

3.     Keep 'just-in-time' inventory, not 'just-in-case' inventory. Just-in-time inventory is 
what the auto companies and a lot of other 
companies use. It's just the right amount of inventory at the right time (with the ability to 
access and keep more when needed). Just-in-case inventory is the opposite; it's when 
you maintain too much and too varied an inventory.



4.     Maintain a conservative inventory. When it comes to inventory, it's not a sin to be 
thin.  It's always better to err on being a little thin on inventory.  Don't just skinny it 
down; you need enough to do a full presentation.  But be conservative and focus on 
stocking the strong sellers. And always have sources of supply available that allow you 
to bump up your inventory if you need to.
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