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| recently spent some time with a large distributdflorida. The original reason for my
visit was to assess the company’s purchasing procedures &fddaays to improve
the procurement process. After spending some time atparchasing director, |
happened to notice a report on his desk outlining the inventory fiurthe last two
years. Just like a good salesman, consultants leagadoupside down just in case there
might be some important information residing on somisoshesk. | asked about the
report and indeed confirmed that it was a monthly turnstyistOver the last 6 months,
the turns had been dropping at an alarming rate. To give gontext of alarming, the
turns had dropped from around 3.6 to 3.1 turns. Althougld hbabeen originally hired
to look at this trend specifically, it was apparent that tlecline was causing more than
its fair share of anxiety. This anxiety was compounded &yatt that my client, the
purchasing manager, had just taken over the team 8 month&\dgd.had started out as
a broad based task had now revealed a very specific goabt the declining turns and
reverse the trend.

Like many other indicators in our businesses, turnsriplg a comparative ratio. Inthe
numerator, we look at the cost of goods sold from stolels $ar the past 12 months. We
are diligent to make sure that we exclude any sales thahatde from our local stock
inventory: direct ships, transfers to fill a back orec, Some software makes it
difficult to filter out certain transactions, so weght have a little inflation in our
numerator. But hey, we are benchmarking against ourseh®tong as we keep
measuring it the same way, progress can be measurbite W are talking about
benchmarking here, be sure to always measure against younuonbers. Be skeptical
of the validity of “industry standards”. | just memaxd a couple of ways that the ratio
can be skewed. Besides, some of us tend to paint #ysligéy picture when we respond
to industry surveys. But | digress. The denominator ofuwuns ratio is the average
inventory value. This is a far more stable value; budrit loe slightly misleading due to
the way our software calculates the average. By the the most pure way to find the
average is to take 12 months of inventory values and divid2 byid | mention that
consultants have a flare for stating the obvious; bed try to pass it off as something
really profound?

In our situation, it was important to look at where weld make the most impact if the
trend of declining turns was going to be corrected. Althdbgtpurchasing team does
have some impact on our cost of goods sold number, thimughg at a lower unit cost,
the most logical area of focus was on the averageniawgvalue side of our ratio. What
are the factors that inflate our inventory? Overbuysngrobably the largest contributor.



When we don’t set our ordering controls properly, or lmagepurchases on gut feel,
inventory inflation can often occur. Correcting the oirgecontrols will give us the
greatest overall impact on our inventory value; but itsakéng time to realize
significant gains. Sometimes, we will not achieveiauentory goals for 2 years. Since
| have the patience of an average 4 year old taking @migaand most financial partners
are not enthusiastic about waiting for a 2 year ctmean a plummeting turn ratio, we
need to find at a more immediate solution to our problénjod want to make a quick
correction in the average inventory value, attack the ded slow moving inventory.

In the remainder of this article, | will focus my attien on one aspect of dead stock
management: vendor returns. In order to set the dpht@itl explain a couple of steps
that are required prior to liquidation of dead inventorye Twost important thing to
agree on is a time of death. As a company, we mustdmaagreed upon standard as to
when something becomes dead in our system. The mostaoamswer is no sales in
12 months. Some industries need to set their date ahsoBut, for most hard goods
distributors, 12 months is a good first start. Now thisnd@®n may produce a fairly
significant number; but | challenge you to go one stefhndur Seek out those items that
are nearly dead and add them to your list. Nearly dears itan be identified by using a
hits report. A hits report simply tells us how many tiraespecific item appears on a
sales order, regardless of quantity ordered, in a calgedar If you need help creating a
hits report, give me a call. You can eliminate masng with fewer than 4 annual hits
and have virtually no adverse reactions with your custemérhen you run this report
for the first time, you will be amazed at the numbigitems that fall below 4 hits. Again,
| recommend that you change these items to a non-diatcis s There may be a couple of
exceptions; but try to keep these to a minimum.

Now that we have identified this large lump of dollat’'s,time to convert this inventory
back into its original form: cash. Dead stock id stibney; it’s just old money. There
are several ways to convert dead stock to cash; butilbviike to focus on the vendor
return solution. Pre-negotiated vendor returns can [augja dent in our dead stock pile.
In a previous article, | mentioned that it was importargstablish return policies prior to
taking on any vendor line. A little footwork up front caaka our dead stock liquidation
easier. Without prior agreements, sometimes vendorde rather reluctant to accept a
return of goods. As distributors, we seem to be reluttaptocess returns to our vendor
partners. We are great at taking returns from custoretr$or some reason, we don'’t
follow through with pushing the materials back up the suppdynchOne of the problems
| run into most often is that we do not actually knohaivthe return policies are. A great
homework assignment is to have your buyers researthlarfy the manufacturer’s
stated return policies. You will be amazed at the oppibiarwe do not utilize.

Many distributors tend to get derailed by vendor return gdithat require a restocking
fee. Is a 20% restocking fee too much to surrenderméetsk you this. How much
have we lost by holding on to this inventory for a fullecalar year? The average
carrying cost for a distributor is about 25% annuallychHeadditional day that we hold
on to an item adds to that carrying cost tally. Woulather have 80 cents in my hand
versus a diminishing dollar cluttering up my shelves? ¥glay and twice on Sunday.



With cash, | have the ability to invest in something tbhats multiple times a year. | can
recover my 20 cents in a few months.

In some cases, vendors give us a return allowance baga@vious the year’s
purchases. Take advantage of this. Convert dead and deadycash into turning
inventory. At times this percentage can seem painfoly I This is where distributors
have an opportunity to negotiate. Asking for a larger peagentvill not always work.
Sometimes we need to become creative. Offering afmmene” return is a good way to
start. This offer means that we are willing to cut apase order to the vendor for the
same dollar value we wish to return. Consider offerifigafor 1” return. Even a 2 for
1 return is acceptable. Remember, we are getting rid ofiiosyethat occupies shelf
space and ties up cash. By bringing in good saleable melisbawe will recover our
investment in a few months. There is a tendency fgetsuto load up on their A items
when putting together their offsetting orders. Be cdfthis practice. You will wind
up making it very difficult to make future target level pusdsand find yourself running
out of your B and C items. Spread the investment evamdy the entire line. During the
negotiation, try asking for special dating. An extra 3gsdsa not uncommon.

In the case of my client, we determined that approximdi@¥s of his inventory was
eligible for return using the manufacturer’s stated pesgic By simply processing these
returns, we would not only arrest the fall, but his tatio would jump %2 a point. If he
was able to go the extra mile and negotiate returneeiteéms with less than 4 hits, he
could actually move up another ¥z point once he bled thromghdditional offsetting
order surpluses. It is very rare to see turns jump byaewdoint in 12 months. The
important thing to remember is that dead stock manageraedsro become a continual
process. You will find the many manufacturers are maltegvto process 4 smaller
returns spread out over the year rather than one flatgen at year end. Here is another
little trick. Put together your returns during the firedbnth of the quarter, rather than the
last.

Let’s review the action steps:

Determine a company dead stock definition

Go the extra mile and identify the items close taldea

Research and review the stated return policies of almepartners
Maximize your ability to return product under these rules
Negotiate offsetting orders for additional return privileges
Continually cycle out dead products on a quarterly basis
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