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 1 INTROducTION TO ThE IMF

1.1 Purpose and scope of the IMF
The Inventory Management Framework (IMF) is a high level document that sets out the 
requirements for inventory accounting and management practices for national and provincial 
departments. 

This document provides a framework only, and guidance on application of the framework is 
contained in a separate Inventory Management Guide (IMG).

1.2 Importance of inventory management
Inventory management is concerned with accounting for and management of assets which are 
classified as inventory.

Assets classified as inventory are current assets which are often held in a warehouse or stockroom 
and issued to jobs or projects or otherwise utilised as required. Examples might include such 
things as spare parts for specialised machinery held in a department of transport warehouse 
through to vaccinations held in a hospital pharmacy.

Assets held in inventory are generally required to ensure production or service delivery can 
continue as planned without interruption. Like any asset, decisions need to be made whether 
they should be held, and how much to hold, and they need to be efficiently managed. Often 
the level of effort dedicated to inventory management will depend on the level of inventory 
investment. One of the key challenges in inventory management is to hold the minimum level 
of stock, tying up minimum cash resources, while ensuring delivery continues uninterrupted.

An entity involved in production of goods or delivery of services may require certain materials, 
supplies or finished goods in order to carry out their functions. In certain cases these items may 
be ordered in as needed and be applied immediately to their purpose. In other cases these 
items may need to be held for a period of time in a warehouse, stockroom or on the job site. 
For instance, inventory of an item may need to be held where that item has a long lead time for 
procurement and a constant supply is needed in order to ensure continuous service delivery. 
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1.3 Correctly accounting for inventory
Note that while GRAP 12 sets out the requirements for the public sector in South Africa to 
correctly account for inventory, it is not applicable to entities that are not yet preparing their 
financial statements on an accrual basis. 

Notwithstanding the above, national and provincial departments are moving towards  
accrual accounting. 
GRAP 12 sets out financial reporting requirements for inventory through defining inventory 
and providing guidance on: 

	 •	 the	determination	of	the	cost	of	inventory	including	cost	formulas;	
	 •	 subsequent	recognition	as	an	expense;	and	
	 •	 disclosure	in	the	financial	statements.

1.4 Managing assets held in inventory

Managing inventory assets can be seen from two perspectives:
	 •	 	optimal	planning	in	terms	of	levels	of	inventory	required	to	be	held,	timing	of	acquisition,	

and	order	sizes;	and
	 •	 	physical	and	process	control	over	inventory	to	ensure	efficient	handling	and	prevention	

of losses (includes proper record keeping of transactions and stock on hand).

Inventory management records, procedures and systems (whether manual or computerised) 
may vary significantly from one entity to the next depending on the size and nature of the 
entity. However, this is a generic framework which must be applied by all national and provincial 
departments. Each individual department is required to develop policies and procedures within 
the scope of the generic framework following the guidance issued in the IMG. 
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  2 INVENTORY MANAGEMENT IN ThE publIc sEcTOR

2.1 Why manage inventory in the public sector?
A private sector entity will likely be interested in inventory management to ensure the  
most efficient investment of resources in the pursuit of profit maximisation and therefore return 
on investment. 

The importance of inventory management in the public sector is based on the need to: 
	 •	 demonstrate	accountability	for	public	resources;	
	 •	 improve	transparency	and	credibility	of	information	used	for	making	policy	choices;	and
	 •	 improve	efficiency.		

A public sector entity is also looking to maximise return on investment in order to deliver more 
services or a higher level of service to the community and other stakeholders served. Where 
services are paid for by rates, taxes, tariffs or service charges, the question of accountability for 
public funds arises. 

Financial management and related governance reforms being introduced in the public sector 
in South Africa are seeking to improve service delivery to all through securing sound and 
sustainable management of the financial affairs of government. 

That is, improved financial management will lead to:
	 •	 improved	information	for	making	policy	choices	(allocation	of	resources	to	programmes)	
	 •	 more	efficient	use	of	resources	in	delivering	the	chosen	programmes
	 •	 increasing	the	rate	of	delivery	of	basic	services	and	associated	elimination	of	backlogs

This is achieved primarily through:
	 •	 	enhancing	 transparency	 and	 credibility	 of	 information	 contained	 in	budgets,	 in-year	

reports and end of year reports such as the annual financial statements and annual  
reports;	and

	 •	 improving	financial	management	and	internal	controls
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Transparency and credibility supports the concept of accountability such that information with 
these attributes can be more reliably used to hold government accountable for delivering on 
promised service delivery within approved budgets. It is critical to note the increased focus on 
measuring outputs and outcomes and not just what was spent and what was received. 

Implementation of the accounting standard on inventories (GRAP 12) by all national and 
provincial	departments	will	 lead	to	 increased	transparency	and	credibility	of	budgets,	 in-year	
reports, annual financial statements and annual reports. 
Improved inventory management in the public sector in terms of financial management 
and internal controls can for example lead to:
	 •	 	increases	in	investment	revenue	or	freeing	up	of	resources	to	be	used	elsewhere	due	to	

reductions	in	stock	held	in	inventory;	and
	 •	 a	reduction	in	losses	due	to	theft,	wastage,	damage,	spoilage	or	misuse.

Reductions in losses or otherwise freeing up resources to be utilised in other areas may lead to 
increasing the rate of delivery of basic services and associated elimination of backlogs.
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2.2 Legislative framework
The legislative framework provided by the PFMA, regulations and guidelines focuses on 
improving financial management and service delivery.

The preamble of the PFMA sets out the scope and focus in terms of improving financial 
management in the public sector and in particular ensuring assets are managed efficiently and 
effectively.

Section 38 of the PFMA places responsibility on the accounting officer for financial management 
functions. Section 44 provides for the assignment of powers and duties by the accounting officer 
to other officials and section 45 details the responsibilities of those other officials. Sections 51, 56 
and 57 repeat these responsibilities with regard to public entities.

In particular the above sections of the PFMA make reference to ensuring:
	 •	 effective,	efficient,	economical	use	of	resources;
	 •	 efficient	and	economic	management	of	working	capital;	and
	 •	 management	and	safeguarding	of	assets

The Treasury Regulations, 2005, issued in terms of the PFMA give further weight to the above 
section. In particular, Treasury regulation 10.1 deals with responsibilities for asset management 
as follows.

 10.1   Responsibility for asset management [Section 38(1) of the PFMA]
 10.1.1   The accounting officer must take full responsibility and ensure that proper control 

systems exist for assets and that – 
     (a) preventative mechanisms are in place to eliminate theft, losses, wastage and 

misuse;	and
    (b) stock levels are at an optimum and economic level.
 10.1.2   The accounting officer must ensure that processes (whether manual or electronic) 

and procedures are in place for the effective, efficient, economical and transparent 
use of the institution’s assets.

Treasury regulations 16A3.2 states that a supply chain management system must provide 
for at least the following: 
	 •	 demand	management;	
	 •	 acquisition	management;	
	 •	 logistics	management;	
	 •	 disposal	management;	
	 •	 risk	management;	
	 •	 and	regular	assessment	of	supply	chain	performance.

The Supply Chain Management, A Guide for Accounting Officers / Authorities released by 
National Treasury provides further detail in relation to each of the areas above. 
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 3 INVENTORY MANAGEMENT FRAMEWORK (IMF) 

3.1 Overview of the IMF
The IMF is applicable to all national and provincial departments and public entities. It is a 
generic framework which enables departments and entities to approve their own policies and 
procedures relating to inventory management. 

The framework provides direction on how departments must: 
	 •	 classify	assets	as	inventory;	
	 •	 recognise	inventory	assets	in	the	annual	financial	statements;	
	 •	 plan	and	budget	for	inventory;	
	 •	 employ	appropriate	inventory	management	techniques;	and
	 •	 ensure	appropriate	policies	and	procedures	are	in	place.		

 Diagram 3a: Inventory Management Framework (IMF)
 

The inventory management framework exists within the appropriate supply chain and asset 
management frameworks. Policies and procedures for inventory management should not 
repeat but should rather refer to the appropriate policies and procedures on asset management 
and supply chain. Diagram 3b demonstrates the overlapping nature of these areas.
 

•	 Classification	of	assets	as	inventory

•	 Inventory	recognition,	measurement	and	disclosure

•	 Planing	and	budgeting	for	inventory

•	 Inventory	management	techniques

•	 Inventory	management	policies	and	procedure

1

2

3

4

5

Note that any reference to “systems” refers to manual and or 
computerised systems. Departments must not delay implementation of 
the IMF due to computer system constraints. If such constraints exist, 
manual systems must be implemented to ensure compliance.
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	 Diagram	3b:	Overlap	of	frameworks,	policies	and	procedures	
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3.2	 Classification	of	assets	as	inventory

3.2.1	 Definition	of	inventory
While GRAP 12 only applies to entities applying accrual accounting, the definition of inventory 
is relevant to all inventory operations.

Throughout	the	phase-in	of	the	IMF,	GRAP	12	will	be	used	to	classify	assets	as	inventory.	

GRAP 12 provides a definition of inventory as follows.  
Inventories are assets: 
 (a)  in the form of materials or supplies to be consumed in the production process,
 (b)  in the form of materials or supplies to be consumed or distributed in the rendering  
   of services,
 (c)  held for sale or distribution in the ordinary course of operations, or
 (d)  in the process of production for sale or distribution.

3.2.2	 Classification	of	assets	as	inventory
The following decision tree published by the accounting standards board and incorporated in 
the new economic reporting format is designed to assist in the classification of assets. It is a 
useful tool but is not part of any accounting standard.  

When determining if an item is an asset and how to classify it, use the flow chart as an indication 
and check the appropriate standards and the accounting policies of the entity. For example, for 
an item to be classified as an asset it must not only meet the definition of an asset, but also meet 
the recognition criteria and be material.
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3.3	 Inventory	recognition,	measurement	and	disclosure
Inventory recognition, measurement and disclosure refer to treatment of inventory in the 
financial accounts and annual financial statements (statements, disclosure notes and annexures).
Entities that are not yet preparing and presenting their financial statements on an accrual basis, 
such as national and provincial departments are not required to follow GRAP 12. 

The	 phase-in	 provisions	 for	 the	 IMF	 require	 national	 and	 provincial	 departments	 to	 be	 
applying	GRAP	12	for	the	2012/13	financial	year-end.	Therefore,	departments	must	begin	to	put	 
procedures and mechanisms in place to record, measure and disclose inventory assets and 
associated transactions.

In 2009/10, 2010/11 and 2011/12 cash accounting may be applied although earlier compliance 
with GRAP 12 is encouraged. The OAG will provide guidance on disclosures each year in the 
Preparation Guide to the Annual Financial Statements.

GRAP 12: 
	 •	 defines	inventory;
	 •	 provides	guidance	on	the	determination	of	cost	of	inventory	including	cost	formulas;
	 •	 	provides	guidance	on	the	subsequent	recognition	of	 inventory	as	an	expense	as	 it	 is	

issued;	and
	 •	 prescribes	the	accounting	treatment	for	inventories	including	disclosures.
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3.4 Planning and budgeting for inventory
National and provincial departments must progressively improve planning and budgeting for 
inventory.

This must include the following for all inventory operations:
	 •	 an	assessment	of	cash	flow	implications	of	holding	inventory;
	 •	 a	review	of	items	required	to	be	held	as	inventory;
	 •	 an	efficiency	review	of	inventory	operations;
	 •	 	detailed	operational	plans	or	material	requirement	plans	which	indicate	requirements	

for	holding	inventory;
	 •	 a	review	of	inventory	management	policies	and	procedures.

3.5	 Inventory	management	techniques
National and provincial departments must progressively review inventory management 
techniques to minimise holding cost while ensuring uninterrupted service. This may be done in 
conjunction with reviewing policies and procedures. 
 
Techniques considered must include:
	 •	 ABC	inventory	control	to	classify	items	for	differential	management
	 •	 Just	in	time	inventory	control
	 •	 stocktake
	 •	 physical	protection	from	theft,	damage	and	abuse
	 •	 warehouse	and	stockroom	organisation
	 •	 competencies	and	training	of	staff;	and
	 •	 determining	quantities	to	be	held,	order	size	and	order	frequency
	 	 -	 economic	order	quantity	model
	 	 -	 quantity	discount	model
	 	 -	 reorder	point	model	
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3.6 Inventory management policies and procedures

3.6.1 Inventory management policies
Inventory management policies should be reviewed annually and adjusted as necessary with a 
view to continuous improvement in inventory management. 

At least the following should be reviewed each time the inventory management policies  
are reviewed.
	 •	 Scope	of	inventory	management	policies
	 •	 Measurement	of	inventory	for	financial	reporting
	 •	 Inventory	coding	system
	 •	 Resource	planning	systems
	 •	 Approaches	for	inventory	control
	 •	 Stock	levels
	 •	 Reorder	quantities	and	timing	
	 •	 Stocktake	requirements
	 •	 Physical	protection	of	inventory
	 •	 Warehouse	and	stockroom	organisation
	 •	 Competencies	and	training	requirements
	 •	 Systems	for	recording	inventory	transactions
	 •	 Procedure	manuals
	 •	 Performance	evaluation

3.6.2 Inventory management procedures

Procedure manuals must be maintained up to date for at least the following:
	 •	 demand	forecasting	and	resource	planning	for	stock	items;
	 •	 calculation	of	stock	levels,	safety	stock,	reorder	quantities	and	reorder	points;
	 •	 stocktake;
	 •	 restricted	access	areas;
	 •	 follow	up	on	losses	and	misuse	of	assets;	
	 •	 safe	operation	of	storage	facilities,	plant	and	equipment;
	 •	 recording	of	orders,	receipts,	issues	and	returns;
	 •	 production	of	inventory	management	reports;	and
	 •	 reconciliation	of	inventory	records	with	financial	accounts.
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 4 phAsE-IN OF ThE IMF  

4.1 Introduction
A phased approach is proposed for:
	 •	 the	adoption	of	GRAP	12	on	accounting	for	inventories;	and	
	 •	 implementation	of	inventory	management	practices.

Gradual application of GRAP 12 will need to occur simultaneously with development of policies 
and procedures and implementation of new practices. Initial reporting of inventory balances as 
annexures to the annual financial statements will highlight the need for improved policies and 
procedures. Thus, improving policies, procedures and actual practices will enable provision of 
full accrual information on inventories.

Annual compliance reviews will need to be conducted to monitor progress towards  
full compliance.

Note that any reference to “systems” refers to manual and or computerised 
systems. Departments must not delay implementation of the IMF due to 
computer system constraints. If such constraints exist, manual systems 
must be implemented to ensure compliance.

Note that departments are encouraged to focus on simple solutions for 
implementation and compliance rather than complicated solutions that 
carry more risk of failure.  
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4.2 Inventory accounting (GRAP 12)

Entities that are not yet preparing and presenting their financial statements on an accrual basis, 
such as national and provincial departments are not required to follow GRAP 12. However those 
that have adopted accrual accounting such as municipalities, their entities, and public entities 
must apply GRAP 12.  

National and provincial departments are moving towards accrual accounting and will be asked 
to	phase-in	certain	requirements.	The	OAG	will	provide	guidance	on	disclosures	each	year	in	the	
Preparation Guide to the Annual Financial statements.

The proposed road map for national and provincial departments to phase in the GRAP 12 
requirements is shown in diagram 4a below.
 
 Diagram 4a: Phase in for inventory accounting
 

4.2.1 Implementation
National and provincial departments must begin to obtain reliable values for inventory for the 
required annexures in the 2009/10 AFS and begin preparations for full compliance with GRAP 12 
for	the	2012/13	financial	year-end.	

For this to be achieved, departments must ensure that inventory management practices are 
implemented as necessary. This may involve such things as: implementing physical controls 
over	inventory;	and	systems	(manual	or	computerised)	for	tracking	inventory	transactions.

•	 Cash	accounting	with	annexures

•	 Cash	accounting	with	annexures

•	 Cash	accounting	with	disclosure	notes

•	 Accrual	accounting	with	full	GRAP	12	compliance

2009/10

2010/11

2011/12

2012/13
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4.3 Inventory management practices
The inventory management framework sets out requirements for inventory management 
practices in national and provincial departments.

The OAG will provide specific guidance each year on specific requirements for inventory 
management practices throughout government. The proposed road map for national  
and provincial departments to implement inventory management practices is as per diagram  
4b below:

 Diagram 4b: Phase in for inventory management practices
 

4.3.1 Implementation
In 2009/10 national and provincial departments must review all inventory management policies 
and practices for all inventory operations and compare actual practice with the requirements 
of the IMF. Draft policies and procedures must be documented as far as possible with a view to 
approving all of the required policies and procedures by the end of 2010/11.

By	the	end	of	2010/11	national	and	provincial	departments	must	approve	all	of	 the	required	
policies and procedures manuals. The OAG will specify certain items for implementation.

During 2011/12 national and provincial departments must review the required policies and 
procedures manuals. This must be done early enough to ensure that the 2012/13 budget is 
GRAP 12 compliant and IM practices are fully compliant with the IMF. The OAG will specify certain 
items for implementation during the year.

From the beginning of 2012/13 inventory management policies and practices must be fully 
compliant with the requirements of the IMF. All required procedure manuals must be in place 
and operational. 

•	 Compare	practices	of	IMF
•	 Prepare	draft	Policies	and	procedures

•	 Approve	IM	policies	and	procedures
•	 Implement	specific	items	required	by	Accountant-General

•	 Review	IM	Policies	and	procedures
•	 Implement	specific	items	required	by	Accountant-General

•	 IM	practices	fully	compliant	with	IMF

2009/10

2010/11

2011/12

2012/13
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 1 INTRODUcTION TO ThE IMG

1.1 Purpose and scope of the IMG
The Inventory Management Guide (IMG) provides guidance on application of the Inventory 
Management Framework (IMF). The IMF provides the high level requirements and the IMG 
explains the requirements and presents examples and exercises for completion.

The IMG is intended for practitioners in national and provincial government departments 
and public entities who are involved in day to day inventory management functions or policy 
decision-making and strategic planning regarding inventory management. It can be worked 
through individually or delivered in a facilitated environment.

The guide will contribute to social and economic transformation by equipping practitioners 
with skills in inventory management which, could translate into better use of resources and 
improved delivery of services.  

The scope of this guide covers inventory management in national and provincial departments 
and public entities. Inventory management can be seen as accounting for inventory and 
inventory management practices. 

At the time of writing, national and provincial departments are mostly applying cash accounting 
principles but are moving towards accrual and have to prepare certain additional disclosures. The 
IMG focuses on the accrual accounting concepts as it intends to prepare national and provincial 
departments for implementation of Generally Recognised Accounting Practice (GRAP) 12. The 
IMG does not cover accounting treatment in detail as it intends only to provide an overview of 
the requirements of GRAP 12. 

Although inventory management practices are diverse across government entities there are 
many similarities with regard to approaches. The IMF is generic and will apply to all national and 
provincial departments and public entities. Each entity must set its own policies and procedures 
based on this framework. 
 
1.2 Guide outcomes (Specific Objectives – SO’s)

On completion of this guide, you should be able to:
	 •	 Understand	the	role	of	inventory	management	in	the	public	sector	[SO	1]	
	 •	 Understand	classification	of	expenditure	resulting	in	creation	of	inventory	assets		[SO2]
	 •	 Understand	and	calculate	values	for	inventory	for	financial	reporting	[SO	3]
	 •	 Evaluate	and	apply	budget	and	planning	processes	and	methods	for	inventory	[SO	4]
	 •	 Evaluate	and	apply	inventory	management	techniques	[SO	5]
	 •	 Evaluate	and	apply	inventory	management	policies	and	procedures	[SO	6]
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1.3 Guide content

	 •	 Inventory	management	framework
	 •	 Classification	of	assets	as	inventory
	 •	 Recognition,	measurement	and	disclosure
	 •	 Planning	and	budgeting	for	inventory
	 •	 Inventory	management	techniques
	 •	 Inventory	policies	and	procedures

1.4 Guide approach
The guide has been designed to be delivered by a facilitator over a period of 2 days or worked 
through individually. Whether working through this guide as an individual or in a facilitated 
group, the guide will refer to certain other documentation. In some cases the guide will direct 
that the other documentation be read at that point. It is therefore ideal for the reader to have 
access to the referenced documentation. 

Each item under the first heading in the references section below should be available while 
working through the guide. In a facilitated environment, the facilitator will ensure the relevant 
information is available. 

In addition it would be helpful if the most recent documents for your organisation as listed 
below are available when working through the guide:
	 •	 supply	chain	management	policies	and	procedures;
	 •	 inventory	management	policies	and	procedures;
	 •	 training	plans	for	inventory	staff;
	 •	 budget;
	 •	 operational	plan;
	 •	 annual	financial	statements;	
	 •	 annual	report;	and
	 •	 in-year	management	reports.
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1.5 References
 
References used in this guide:
	 •	 Public	Finance	Management	Act,	No	1	of	1999,	as	amended
	 •	 Public	Finance	Management	Act,	1999,	Treasury	Regulations
	 •	 Supply	Chain	Management	–	A	Guide	for	Accounting	Officers	/	Authorities.
	 •	 Accounting	Guideline	GRAP	12	Inventories,	National	Treasury
	 •	 Annual	Preparation	Guide	to	Annual	Financial	Statements	(inventory),	OAG
	 •	 Framework	for	the	preparation	and	presentation	of	financial	statements,	ASB
	 •	 GRAP	12,	Inventories,	ASB
	 •	 GRAP	17,	ASB
	 •	 GRAP	101,	ASB
 
Other references:
	 •	 Asset	Management	Framework,	National	Treasury,	April	2004
	 •	 Asset	Management	Learner’s	Guide,	National	Treasury
	 •	 Asset	Management	Case	Study,	National	Treasury
	 •	 Inventory	Management	Learner’s	Workbook,	PFIQ	2008
	 •	 Principles	of	Supply	Chain	Management,	A	Balanced	Approach,	
  Wisner Tan and Leong, 2009
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  2 INVENTORY MANAGEMENT fRAMEwORk

2.1 Learning outcomes
	 •	 Understand	the	role	of	inventory	management	in	the	public	sector		[SO1]

2.2 Key concepts
	 •	 Importance	of	inventory	accounting	and	management	
	 •	 Public	sector	relevance
	 •	 Legislative	framework
	 •	 Inventory	management	framework

2.3 IMF Overview

The IMF is a separate document which covers the following:
	 •	 Introduction	to	the	IMF
  •	 Purpose	and	scope	of	the	IMF

	 	 •	 Importance	of	inventory	management

	 	 •	 Correctly	accounting	for	inventory

	 	 •	 Managing	assets	held	in	inventory

	 •	 Inventory	management	in	the	public	sector
  •	 Why	manage	inventory	in	the	public	sector?

	 	 •	 Legislative	framework

	 •	 Inventory	management	framework	(IMF)
  •	 Overview	of	the	IMF

	 	 •	 Classification	of	assets	as	inventory

	 	 •	 Inventory	recognition,	measurement	and	disclosure

	 	 •	 Planning	and	budgeting	for	inventory

	 	 •	 Inventory	management	techniques

	 	 •	 Inventory	management	policies	and	procedures

	 	 •	 Phase-in	of	the	IMF

Read the IMF and complete the exercises that follow.
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2.4 Exercises
Refer to the IMF and answer the following exercises in the space provided.

Exercise 2.1 Describe what is meant by correctly accounting for inventory.

Exercise 2.2 Describe what is meant by managing assets held in inventory.

Exercise 2.3 why would an entity want to manage inventory?

Exercise 2.4  why would government entities want to improve 
inventory management?

Exercise 2.5  Describe the legislative framework governing inventory 
management for national and provincial departments and  
public entities?
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 Exercise 2.6 list the components of the IMf?

2.5 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
	 •	 Demonstrate	an	understanding	of	the	inventory	management	framework;
	 •	 	Demonstrate	an	understanding	of	the	legislative	framework	for	inventory	 	 

management;	and		
	 •	 Define	inventory	management	in	the	public	sector	context.
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  3 clAssIfIcATION Of AssETs As INVENTORY

3.1 Learning outcomes
	 •	 Understand	classification	of	expenditure	resulting	in	creation	of	inventory	assets		[SO2]

3.2 Key concepts
	 •	 Definition	of	inventory
	 •	 Classification	of	assets
	 •	 Materiality
	 •	 Substance	over	form

3.3 Definition of inventory
While GRAP 12 only applies to organisations applying accrual accounting, the definition of 
inventory is relevant to all inventory operations.

The South African Accounting Standards Board (ASB) in terms of the Public Finance Management 
Act, Act No. 1 of 1999, as amended (PFMA), determines Standards of Generally Recognised 
Accounting Practice (GRAP) for the public sector.

The standard applicable to inventories, GRAP 12 covers the following:
	 •	 defines	inventory;
	 •	 provides	guidance	on	the	determination	of	cost	of	inventory	including	cost	formulas;
	 •	 	provides	guidance	on	the	subsequent	recognition	of	 inventory	as	an	expense	as	 it	 is	

issued;	and
	 •	 prescribes	the	accounting	treatment	for	inventories	including	disclosures.	

ACTIVITY 3.3.1:
Read the GRAP 12 sections on introduction, objective and scope.

Note the organisations which the ASB must determine GRAP for, and the objective 
and scope of GRAP 12. 

Throughout the phase-in of the IMF, GRAP 12 will be used to classify assets as inventory.
GRAP 12 provides a definition of inventory as follows:  

Inventories are assets: 
 (a)  in the form of materials or supplies to be consumed in the production process,
 (b)   in the form of materials or supplies to be consumed or distributed in the rendering 

of services,
 (c)  held for sale or distribution in the ordinary course of operations, or
 (d)  in the process of production for sale or distribution.
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Inventories generally include: 
	 •	 materials	and	supplies	awaiting	use	in	the	production	process	or	provision	of	a	service;	
	 •	 	work	in	progress	(in	terms	of	materials	and	supplies	currently	in	use	in	the	production	

process or provision of the service where the production process or service provision is 
not	yet	complete);

	 •	 finished	goods	not	yet	sold	or	otherwise	distributed;	
	 •	 goods	purchased	and	held	for	resale;	and
	 •	 goods	purchased	for	distribution	at	no	charge	or	nominal	charge.

Assets classified as inventory are current assets which are often held in a warehouse or stockroom 
and issued to jobs or projects or otherwise utilised as required. Examples might include such 
items as spare parts for specialised machinery held in a department of transport warehouse 
through to vaccinations held in a hospital pharmacy.

Note: Some items may be held as inventory that will later be expensed when 
issued to a job or project. For example, fuel held in inventory will be expensed 
once issued to a particular vehicle or machine. Some items may be held that 
will later be capitalised. For example, a critical spare part which will extend the 
useful life of an asset will be capitalised when it is issued to the asset.
 

ACTIVITY 3.3.2: 
Read GRAP 12 sections .07 to .13 and note in particular the examples of inventory in 
the public sector and the discussion on classifying an asset as inventory.

List six examples of items specific to your entity that would be classified as inventory 
and for each example state why they would be classified as inventory. If you believe 
your enitity does not have inventory state why and choose another entity to draw 
your list of six examples from.
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ACTIVITY 3.3.3:
Read GRAP 12 paragraph .11 and GRAP 17 paragraph .10 and pay particular attention 
to the issue of identifying the difference between inventory and property, plant and 
equipment.

What are the factors which differentiate between inventory on the one side and 
property, plant and equipment on the other?

3.4 Classification of assets as inventory
The decision tree (shown at the end of this file) published by the accounting standards board 
and incorporated in the new economic reporting format is designed to assist in the classification 
of assets. It is a useful tool but is not part of any accounting standard.  

When determining if an item is an asset and how to classify it, use the flow chart as an indication 
and check the appropriate standards and the accounting policies of the entity. For example, for 
an item to be classified as an asset it must not only meet the definition of an asset, but also meet 
the recognition criteria and be material. 

ACTIVITY 3.4.1:
Read the Framework for the Preparation and Presentation of Financial Statements, 
paragraphs .39 through .63 which discuss the qualitative characteristics of financial 
statements.
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Materiality
The framework for the preparation and presentation of financial statements defines materiality 
in the context of relevance of information for decision makers. The relevance of information is 
affected by its nature and materiality. Paragraph .47 of the framework states

 .47   Information is material if its omission, misstatement, or non-disclosure could 
influence the decisions of users made on the basis of the financial statements.  

When using the decision tree consider the relevance of the information based on its nature and 
materiality. Does its nature or size warrant disclosure as an asset or should it be expensed in the 
current	period?
Materiality is a common issue when classifying assets. For example, stationary and other similar 
consumables would fall within the definition of inventory but in almost all cases the balances 
at year end would not be material and therefore would not be recorded. If balances of such 
consumables were of material value at year end it could be an indication of deliberate stockpiling 
to	spend	budgets	before	year	end.	Such	practices	are	certainly	not	efficient	use	of	public	funds	
and are therefore discouraged. Regardless of whether these items are recorded as inventory it 
is still important to implement appropriate controls over the use of these items. For example, 
stationary	and	other	office	consumables	should	generally	be	subject	to	access	restrictions	such	
as locked cupboards or rooms.   

Substance over form
The Framework for the Preparation and Presentation of Financial Statements states that for 
information to be reliable it must faithfully represent the underlying transactions.

When using the decision tree, keep in mind the substance or the intention of the transaction  
or activity.

Recognition and measurement
Recognition and measurement of inventory will be considered in the next chapter. 
 
3.5 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
	 •	 Define	inventory;	and	
	 •	 Classify	assets	as	inventory.
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  4 REcOGNITION, MEAsUREMENT AND DIsclOsURE 

4.1 Learning outcomes
	 •	 Understand	and	calculate	values	for	inventory	for	financial	reporting	[SO3]

4.2 Key concepts
	 •	 Why	inventories	are	valued
	 •	 Recognition	criteria	for	inventories
	 •	 Measurement	at	acquisition	and	subsequent	to	acquisition
	 •	 Cost	at	acquisition
  •	 FIFO	cost	formula

	 	 •	 Weighted	average	cost	formula

	 •	 Fair	value
	 •	 Net	realisable	value
	 •	 Current	replacement	cost

4.3 Importance of inventory valuation
Inventory recognition, measurement and disclosure refer to treatment of inventory in the 
financial accounts and annual financial statements (statements, disclosure notes and annexures).
It is critical for matters of transparency and credibility for all public sector entities to apply a 
consistent approach towards the valuation of inventory.

Inventory valuation is important for management purposes to understand the cost of inputs to 
a product or service and to minimise resources tied up in inventory. Information about the costs 
of inputs to a product or service is useful for evaluating the service and modeling potentially 
more	efficient	ways	of	delivering	the	service.			

4.4 Phase-in of GRAP 12
Entities that are not yet preparing and presenting their financial statements on an accrual basis, 
such as national and provincial departments, are not required to follow GRAP 12. 

The phase-in provisions for the IMF require national and provincial departments to apply GRAP 
12	for	the	2012/13	financial	year-end.	Therefore,	departments	must	begin	to	put	procedures	and	
mechanisms in place to record, measure and disclose inventory assets and associated transactions.

In	2009/10,	2010/11	and	2011/12	cash	accounting	may	be	applied	although	earlier	compliance	
with GRAP 12 is encouraged. The OAG will provide guidance on disclosures each year in the 
Preparation Guide to the Annual Financial Statements.
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GRAP 12: 
	 •	 defines	inventory;
	 •	 provides	guidance	on	the	determination	of	cost	of	inventory	including	cost	formulas;
	 •	 	provides	guidance	on	the	subsequent	recognition	of	 inventory	as	an	expense	as	 it	 is	

issued;	and
	 •	 prescribes	the	accounting	treatment	for	inventories	including	disclosures.

4.5 Cash accounting for inventory
Generally in a full cash accounting environment, only receipts and payments are tracked and little 
attention is given to the notion of recording assets. Municipalities and their entities and public 
entities apply accrual accounting and national and provincial departments apply modified cash 
accounting and are moving towards full accrual accounting.

National and provincial departments must plan to progressively implement systems (whether 
manual or computerised) and processes to ensure full compliance with GRAP 12. 

The discussion moving forward will focus on the accrual accounting treatment of inventory.

4.6 Recognition of inventories
Following the definition of inventory, GRAP 12 at .14 states the recognition criteria for inventory 
assets as follows:

 .14  Inventories shall be recognised as an asset if, and only if,
   a)  It is probable that future economic benefits or service potential associated with 

the item will flow to the entity, and
   b) the cost of the inventories can be measured reliably. 
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4.7 Measurement of inventories

GRAP 12 deals with measurement of inventories:
	 •	 at	recognition;	and	
	 •	 after	recognition.

4.7.1 Measurement at recognition

When first recognising inventories, GRAP 12 provides the following:
 .15 Inventories that qualify for recognition as assets shall initially be recognised at cost.
 .16  Where inventories are acquired at no cost, or for nominal consideration, their cost 

shall be their fair value as at the date of acquisition. 

The two concepts of measurement are cost and fair value. Fair value is used as an approximation 
of cost where there was no actual cost incurred in acquiring the inventories. Calculation of cost 
and fair value will be discussed later.

4.7.2 Measurement after recognition

In the case where inventories are measured subsequent to initial recognition (for example, at the 
end of the financial year) GRAP 12 provides the following: 
 .17  Inventories shall be measured at the lower of cost and net realisable value, except 

where paragraph .18 applies.
 .18  Inventories shall be measured at the lower of cost and current replacement cost 

where they are held for:
   a) distribution at no charge or for a nominal charge, or
   b)  consumption in the production process of goods to be distributed at no charge or for a 

nominal charge.

The intent of the above provision is that inventories should not be carried on the balance sheet 
at a value greater than their worth. At acquisition, worth is measured by cost, or fair value. At a 
later date, the worth of the inventories may have decreased.

Current replacement cost is used instead of net realisable value in situations where it is  
not easy to determine the net realisable value. Current replacement cost approximates net 
realisable value.
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4.7.3 Measurement decision tree

At acquisition, measurement will be at cost unless there is no cost, in which case measurement 
is at fair value.
After acquisition, measurement is at the lower of cost or net realisable value. Except where the 
item is intended to be distributed at no charge or nominal charge, in which case measurement 
is at the lower of cost or current replacement cost.  

We will now consider each of the measurements individually:
	 •	 cost;
	 •	 fair	value;
	 •	 net	realisable	value;	and	
	 •	 current	replacement	cost.
 

Measurement at 
acquisition

Acquired at cost

Acquired at no 
cost or nominal 
consideration

Cost

Fair value

Measurement 
after acquisition

Distributed at 
market rates

Distributed at no 
charge or nominal 

charge

Cost

Cost

Net realisable 
value

Current 
replacement 

cost
or if lower

or if lower



European Union

Inventory Management Guide

18

4.8 Cost at acquisition

The shading in the above diagram shows that there are three scenarios where cost may be used 
as the measurement basis.

4.8.1 Items to be included in cost at acquisition

If inventories are to be measured at cost, GRAP 12 states that the cost of inventories  
shall comprise:
	 •	 all	costs	of	purchase;	
	 •	 costs	of	conversion;	and	
	 •	 other	costs	incurred	in	bringing	the	inventories	to	their	present	location	and	condition.

Costs of purchase where applicable comprise:
	 •	 purchase	price;
	 •	 import	duties;
	 •	 other	taxes	except	those	recoverable	from	taxing	authorities;
	 •	 transport	and	handling	costs;	and
	 •	 other	costs	directly	attributable	to	the	acquisition	

LESS:
	 •	 trade	discounts;
	 •	 rebates;	and
	 •	 other	similar	items	which	would	reduce	the	cost	of	acquisition

Costs of conversion
Conversion costs are mainly incurred in a manufacturing environment where raw materials are 
brought together and transformed through the manufacturing process into finished goods. 

Measurement at 
acquisition

Measurement 
after acquisition

Acquired at cost

Acquired at no 
cost or nominal 
consideration

Distributed at 
market rates

Distributed at no 
charge or nominal 

charge

Cost

Cost

Cost

Fair value

Net realisable 
value

Current 
replacement 

cost
or if lower

or if lower
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Conversion costs include:
	 •	 costs	directly	related	to	the	unit	of	production	such	as	direct	labour;	and
	 •	 	a	systematic	allocation	of	fixed	and	variable	production	overheads	incurred	in	converting	

materials	into	finished	goods;

ACTIVITY 4.8.1.1: 
Read GRAP 12 sections .21 through .24. Note in particular the detailed discussion on 
the allocation of fixed and variable overheads. 

Other costs
Other costs are included in the cost of inventories only to the extent that they are incurred in 
bringing the inventories to their present location and condition.

GRAP 12 paragraphs .26 through .28 provide examples of costs excluded from the value of 
inventories and expensed in the period in which they are incurred as follows:
	 •	 abnormal	amounts	of	wasted	materials,	labour,	or	other	production	costs;
	 •	 	storage	 costs,	 unless	 those	 costs	 are	 necessary	 in	 the	 production	 process	 before	 a	

further	production	stage;
	 •	 	administrative	overheads	that	do	not	contribute	to	bringing	inventories	to	their	present	

location	and	condition;	
	 •	 selling	costs;
	 •	 borrowing	costs	except	where	they	meet	certain	requirements	set	out	in	GRAP	5;	and
	 •	 	financing	costs	(represented	by	the	difference	between	a	higher	purchase	price	paid	for	

a deferred settlement in excess of normal credit terms).
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ACTIVITY 4.8.1.2:
The Northern Cape Department of Health purchases a consignment of flu vaccinations 
and temporarily stores them in their medical depot before issuing them out to hospitals 
and clinics throughout the province. There is no opening stock in the medical depot. 
Given the following; list the items that would be included in the cost of inventory and 
calculate the total cost of inventory.
	 •	 Purchase	price	=	R1,500,000
	 •	 Trade	discount	=	10%
	 •	 Transport	costs	into	the	warehouse	=	R150,000
	 •	 Administrative	overheads	of	the	warehouse	=	R10,000
	 •	 Repackaging	for	distribution=	R50,000
	 •	 Transport	costs	for	distribution	to	hospitals	and	clinics	=	R100,000

Solution:
 

Note that this represents the cost of the inventory items that would be used to issue out of the 
medical depot or to calculate value of stock on hand at balance date using accrual accounting.  

The full amount charged to hospital cost centres may also be different. For example, the hospital 
pharmacy, under accrual accounting, should record the cost of the transport from the medical 
depot to the hospital pharmacy as a cost of its inventory of vaccinations held in the pharmacy.

Furthermore, the concept of cost of inventory for inventory management purposes differs and  
is defined as follows. Total annual inventory cost = total annual purchase cost + total annual 
holding cost + total annual order cost. This will be covered in the chapter on inventory 
management techniques.    

Costs of inventories of a service provider

ACTIVITY 4.8.1.3: 
Read GRAP 12.29 and note in particular that the cost of inventories for a service 
provider does not include profit margins or non-attributable overheads that are often 
factored into prices charged by service providers. 

Description  Amount R

Total cost of inventory
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Cost of agricultural produce harvested from biological assets

GRAP 12 prescribes the cost of inventories of harvested assets as follows. 
 .30  In accordance with the standard of GRAP on Agriculture, inventories comprising 

agricultural produce that an entity has harvested from its biological assets are 
measured on initial recognition at their fair value less estimated point-of-sale costs 
at the point of harvest. This is the cost of the inventories at that date for application 
of this standard.

Techniques for the measurement of cost
Paragraph .31 of GRAP 12 provides that standard costing may be used to approximate cost.

4.8.2 Cost formulas
GRAP 12 states that:
Specific identification of individual costs shall be used where items are not ordinarily interchangeable.
 
Where items are interchangeable, there are two cost formulas to choose from as follows: 
	 •	 First	in	First	Out	(FIFO);	or
	 •	 Weighted	average	cost

The same cost formula must be used for all inventories having a similar nature and use. 

FIFO 
FIFO assumes that those items received into inventory first are used or issued first. The value of 
inventory remaining is then calculated as the sum of the costs of the items still remaining.

Weighted average cost
The weighted average cost formula calculates the cost of each item issued as a weighted average 
of all of the items received into the store. Each time a new batch of the inventory item is received 
into the store the weighted average cost per unit is recalculated taking into account the unit 
cost of the new items and the weighted average cost per unit before the new receipt.

Note: It is important to understand the calculations even if manual or computerised 
systems are in place to do the calculations automatically. Systems and calculators 
need to be checked to ensure the calculations are being performed correctly. Moreover, 
when selecting and or implementing new systems (including new software) it is critical 
that calculations and processes are checked manually.  
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 ACTIVITY 4.8.2.1: 
Read	GRAP	12,	paragraphs	.32	to	.35
Complete the following example for discussion in class
A Department of Transport keeps a certain traffic light component in stock to ensure 
service will not be interrupted due to the part being unavailable. The following 
transactions occur in March 2009:
	 •	 3	March	 Issued		 3	units
	 •	 6	March	 Issued		 5	units
	 •	 10	March	 Received		 20	units	at	a	total	cost	of	R14,500
	 •	 12	March	 Issued		 7	units
	 •	 14	March	 Issued		 8	units
	 •	 15	March	 Received		 20	Units	at	a	total	cost	of	R17,500
	 •	 18	March	 Issued		 16	units

Required:
For each of the below, show all workings for calculating unit cost at each applicable 
date. For each date show balances of stock remaining in the store and the unit cost 
associated with that stock.  

	 1.			Assuming	the	beginning	inventory	at	1	March	was	5	items	received	on	15	
February	at	R850	each	and	5	items	received	on	20	February	at	R920	each,	
use the FIFO cost formula approach to calculate the issue costs per unit for 
each issue and the cost of the items remaining at the end of March.

 2.   Assuming the beginning inventory at 1 March was 10 items at a weighted 
average cost of R890 each, use the weighted average cost formula approach 
to calculate the issue costs per unit for each issue and the weighted average 
cost of the remaining items at the end of March.
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1. FIFO (Facilitator to work through first few lines. Learners to complete)
 Transaction On Hand
Date Description Units Unit cost Value Unit Unit cost Value

1-Mar Opening balance
 received 15 Feb    5 850.00 4,250.00
 received 20 Feb    5 920.00 4,600.00

3-Mar Issued 3 -3 850.00 -2550.00 2 850.00 1,700.00
     5 920.00 4,600.00

2. WAC (Facilitator to work through first few lines. Learners to complete)
 Transaction On Hand
Date Description Units Unit cost Value Unit Unit cost Value

1-Mar Opening balance    10 890.00 8,900.00
 
3-Mar Issued 3 -3 890.00 -2,670.00 7 890.00 6,230.00

Solution:
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 4.9 Fair Value at acquisition

Now that we have considered the items to include in the cost of inventory and formulas for 
calculating individual items of inventory, let’s consider the situation where inventories are 
acquired at no cost or for a nominal consideration.

As discussed above, GRAP 12 at paragraph .16 stipulates that cost at acquisition of inventories 
acquired at no cost or for nominal consideration shall be their fair value as at the date of 
acquisition. Fair value is therefore used as an approximation of cost.

Paragraph .07 defines fair value as follows:
Fair value is the amount for which an asset could be exchanged, or a liability settled, between 
knowledgeable, willing parties in an arm’s length transaction.

ACTIVITY 4.9.1:
Read the appendix to GRAP 12 “How to determine fair value”.

ACTIVITY 4.9.2:
Consider the situation where the Department of Agriculture in the Western Cape runs 
farms and raises cattle for food production. Once the cattle is slaughtered the product 
becomes inventory as per GRAP 12 paragraph .30. How should the inventory be valued? 
Discuss the principle of fair value and how it might be applied in practice in this case.  

Measurement at 
acquisition

Acquired at cost

Acquired at no 
cost or nominal 
consideration

Cost

Fair value
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4.10 Net realisable value

When inventories are valued subsequent to acquisition their value may have declined.  
When reporting assets in financial statements an important principle is that they are not 
recorded at a value above their worth. Hence, when valuing inventories after acquisition and 
when they are held for distribution at a market price they are measured at the lower of cost and 
net realisable value.

Paragraph .07 of GRAP 12 defines net realisable value as follows:
Net realisable value is the estimated selling price in the ordinary course of operations less  
the estimated costs of completion and the estimated costs necessary to make the sale, exchange 
or distribution.

ACTIVITY 4.10.1:
Read GRAP 12 paragraphs .08 and .36 through .41.

ACTIVITY 4.10.2:
Consider the previous class discussion example where the Department of Agriculture 
in the Western Cape runs farms and raises cattle for food production. Assume that 
between the time of delivery of product into the store and year end, some of the 
stock was contaminated. How would the stock be valued in the disclosure note to the 
financial statements and why?       

Measurement 
after acquisition

Distributed at 
market rates

Distributed at no 
charge or nominal 

charge

Cost

Cost

Net realisable 
value

Current 
replacement 

cost
or if lower

or if lower
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4.11 Current Replacement cost

Current replacement cost is used as an approximation of net realisable value where market rates 
are not applicable for distribution of goods and services. 

In other words, when measuring the value of inventories subsequent to acquisition and the 
inventories are to be distributed at no charge or for nominal value, their value is recorded at 
current replacement cost.

Paragraph .07 of GRAP 12 defines current replacement cost as follows:
  Current replacement cost is the cost the entity would incur to acquire the asset on the 

reporting date.

Current replacement cost is a good approximation for net realisable value in this instance 
because the future economic benefits or service potential of the inventories can be assumed to 
be the amount that the entity would need to pay to replace those inventories should they be 
deprived of them.

ACTIVITY 4.11.1:
Read paragraph .42 of GRAP 12

Measurement 
after acquisition

Distributed at 
market rates

Distributed at no 
charge or nominal 

charge

Cost

Cost

Net realisable 
value

Current 
replacement 

cost
or if lower

or if lower
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ACTIVITY 4.11.2: 
The Eastern Cape Housing Department, due to the waiting list not being finalised, has 100 finished 
houses not yet distributed at year end. The total cost of the houses was R4m. However, advances 
in building methods have reduced building costs by 25%. Assuming accrual accounting is being 
applied, at what value should the housing inventories be shown in the financial statements 
disclosure and why?

What would be the affect on your answer if building costs actually increased?

What would be the affect on your answer if building costs remained constant but property prices 
in the area fell by 15% across the board due to an economic downturn and corresponding fall in 
the property market?    
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4.12 Recognition as an expense

Where GRAP 12 is being applied and inventories are recognised as assets, they will be 
recognised as an expense:
	 •	 in	the	period	in	which	the	related	revenue	is	recognised;	or
	 •	 	if	there	is	no	related	revenue,	in	the	period	when	the	goods	are	distributed	or	related	

service is rendered.

ACTIVITY 4.12.1: 
Read paragraphs .43 and .44 of GRAP 12.
 
4.13 Disclosure requirements
Where GRAP 12 is being applied paragraphs .45 to .48 will apply together with any additional 
disclosures required as a result of adoption of accrual accounting for the first time.

ACTIVITY 4.13.1:
Read	paragraphs	.45	through	.56	of	GRAP	12.

Where GRAP 12 is not being applied, for example where national and provincial departments 
have not yet adopted accrual accounting, the department must provide disclosures and  
or annexures as required by the OAG in the annual Preparation Guide to the Annual  
Financial Statements.

ACTIVITY 4.13.2:
Read the current disclosure requirements related to inventories for national and 
provincial departments as set out in the Annual Preparation Guide to the Annual 
Financial Statements provided by the OAG. 
Compare and contrast these requirements with the disclosure requirements in GRAP 
12. What are the requirements for audit in each case?
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4.14 Write offs, disposals and transfers
This guide will not go into detail regarding the accounting treatment of write offs, disposals  
and transfers.

Write offs may be required for reasons such as:
	 •	 A	fall	in	net	realisable	value;
	 •	 Losses	and	damaged	items;	and
	 •	 Obsolescence	including	expiry	of	short	shelf	life	items.

The chapters on techniques and policies and procedures will cover controls required to minimise 
losses and damages.

Transfers from one warehouse to another are treated as per disposals.  
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4.15 Exercises

Exercise 4.1 Explain the importance of inventory valuation.

Exercise 4.2 Assuming accrual accounting is applied:
  Describe how inventories should be measured at acquisition and 

after acquisition.

Exercise 4.3  Define cost and fair value when measuring inventories at 
acquisition

 what is the underlying reason for using fair value?

Exercise 4.4  Define net realisable value and current replacement cost when 
measuring inventories after acquisition.

 Explain the difference in your own words. 
  what is the underlying reason for using current replacement cost 

instead of net realisable value? 
  why would either of these two measurements be considered as an 

alternative to cost?



European Union

Inventory Management Guide

31

Exercise 4.5  A Department of Public works purchases a large consignment 
of continuous electricity cable and temporarily stores it in 
their central warehouse before issuing lengths for one specific 
construction project where the individual lengths required are 
known. Assume there is no opening stock. Given the following; 
list the items that would be included in the cost of inventory and 
calculate the total cost of inventory.

	 •		Purchase	price	before	trade	discount		 =	R5,000,000
	 •		Trade	discount	applicable	on	the	transaction		 =	5%
	 •		Transport	costs	into	the	warehouse		 =	R200,000
	 •		Annual	warehouse	salaries		 =	R900,000
	 •			Cutting	the	cable	to	the	required	lengths	and	
	 				preparing	for	issue		 =	R500,000
	 •		Transport	costs	to	jobs		 =	R100,000
Solution:
 
Description  Amount R

Total cost of inventory
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 Exercise 4.6  The Northern cape Department of health keeps a store of 
Tuberculosis Vaccine in its medical depot to ensure the vaccine 
will be able to be distributed according to planned demand. The 
following	transactions	occur	in	2009:

	 •	 15	April	 Issued		 20,000	units
	 •	 15	May	 Issued		 30,000	units
	 •	 16	May	 Received		 100,000	units	at	a	total	cost	of	R13,000,000
	 •	 15	June	 Issued		 40,000	units
	 •	 14	July	 Received		 100,000	units	at	a	total	cost	of	R12,000,000
	 •	 20	July	 Issued		 100,000	units
 Required:
  for each of the below, show all workings for calculating unit cost 

at each applicable date. for each date show balances of stock 
remaining in the store and the unit cost associated with that stock.  

	 1.			Assuming	 the	beginning	 inventory	was	10,000	units	 received	
on	15	December	at	R100	each	and	50,000	units	received	on	20	
February	at	R120	each,	use	the	FIFO	cost	formula	approach	to	
calculate the issue costs per unit for each issue and the cost of 
the items remaining at the end of the March.

	 2.			Assuming	 the	 beginning	 inventory	 was	 60,000	 units	 at	 a	
weighted	average	cost	of	R115	each,	use	the	weighted	average	
cost formula approach to calculate the issue costs per unit for 
each issue and the weighted average cost of the remaining 
items at the end of March.

Complete the templates on the following page.
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1. FIFO
 Transaction On Hand
Date Description Units Unit cost Value Unit Unit cost Value

 4.16 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
	 •	 Explain	why	valuation	of	inventory	is	important;
	 •	 Select	appropriate	measurements	for	inventory	for	accrual	accounting;
	 •	 Demonstrate	an	understanding	of	the	components	of	cost	of	inventory;	and
	 •	 	Calculate	cost	of	inventories	using	First	In	First	Out	(FIFO)	and	Weighted	Average	Cost	

(WAC) techniques.

2. WAC
 Transaction On Hand
Date Description Units Unit cost Value Unit Unit cost Value
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	 5	PlAnnIng	AnD	buDgeTIng	FOR	InvenTORy	

5.1 Learning outcomes
	 •	 Evaluate	and	apply	budget	and	planning	processes	and	methods	for	inventory	[SO4]

5.2 Key concepts
	 •	 Budgeting	in	the	public	sector
	 •	 Aggregate	fiscal	discipline
	 •	 Allocative	efficiency
	 •	 Operational	efficiency
	 •	 Demand	forecasting
	 •	 Cash	flow	budgets
	 •	 Operational	plan

5.3 Budgeting in the public sector 
In general terms budgeting is the act of compiling a plan to get resources (planned revenue), 
and to use those resources (planned expenditure) to meet the objectives of an organisation.

Public sector reforms in South Africa include a move towards focusing on non-financial as 
well as financial targets. That is, service delivery promises are included in budgets so that the 
department can be held accountable for delivering service promises within budget. 

In a public sector context, budgeting is no longer about simply tracking expenditure and revenue 
over	the	period	of	one	year;	it	is	now	about	maximising	service	delivery	to	the	community	and	
other stakeholders within the constraints of available resources with a focus on sustaining this 
over time.

In other words, governments are charged with delivering services according to constitutional 
and	legislative	objectives	while	being	responsible	for	the	efficient	management	of	public	funds.	
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Budgets play a role in achieving:
	 •	 Aggregate	fiscal	discipline;
	 •	 Allocative	efficiency;	and
	 •	 Operational	efficiency.

Let us now briefly consider each of these in the context of budgeting for inventories.  

Aggregate fiscal discipline
Aggregate fiscal discipline refers to the process of monitoring and controlling financial 
performance at a summary level. It ensures that revenue and expenditure targets in the budget 
are realistic and that actual performance is managed to meet targets.
Proper budgeting for inventory contributes to the credibility of expenditure and cash 
requirement targets for purchases of materials and supplies and in this way supports aggregate 
fiscal discipline.

Allocative efficiency
Allocative	efficiency	is	concerned	with	doing	the	right	thing	whereas	operational	efficiency	is	
concerned with doing the thing right. 

In the context of public sector budgeting, doing the right thing, means allocating the available 
resources in line with government’s priorities and the service needs of communities.

Proper budgets for inventories can provide valuable cost information to decision makers to 
consider policy options for service delivery.

Operational efficiency
As	 introduced	 above,	 operational	 efficiency	 is	 about	 doing	 the	 thing	 right.	 Assuming	 that	
allocative	efficiency	has	been	achieved,	operational	efficiency	now	focuses	on	delivering	the	
priorities	in	the	most	cost-effective	or	efficient	manner.	

Budgeting	for	 inventories	provides	 information	which	can	be	used	to	assess	the	efficiency	of	
inventory processes as well as whether holding inventory is appropriate at all.
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 5.4 Planning for demand for inventory
Establishing the need and planning for demand for inventory is a key activity for budgeting and 
needs to be considered in terms of a multi-year planning and budgeting context.

Demand is generally classified as either dependant demand or independent demand. The 
terminology can be slightly confusing because all demand is dependent on something. However, 
the terminology is used consistently in the field of supply chain management. 

Dependant demand is where the demand for input materials or supplies is driven by the demand 
for the final product or service.  

Independent demand is the demand for the final product or service and in the case of a 
manufacturing company or private sector service provider is driven by trends, seasonal 
fluctuations and market conditions. In the public sector demand may largely be driven by the 
approved budget to deliver approved service delivery levels. 

Public sector organisations in South Africa are required to develop multi-year strategic plans 
and budgets which are underpinned by detailed operational plans. These operational plans 
include details of resources required for providing services and for implementing capital projects. 
Resources required will include items such as own labour, payments to contractors, and materials. 
In some cases it will be necessary to keep a stock of items on hand to ensure service delivery or 
construction is not disrupted.

During the budget preparation process, line managers will prepare their operational plans based 
on the strategic direction and broad budget parameters. These will have been set through a 
review of strategic direction and initial budget modeling. During this process, line managers 
should pay special attention to ensuring that service delivery or project implementation can be 
delivered according to plan. This will involve highlighting any items that should be kept in stock. 
The	Chief	Finance	Officer	should	make	particular	provision	on	operational	plan	templates	and	
budget documentation requiring line manager’s attention to this area.

Many items that have traditionally been kept in warehouses may be able to be delivered direct 
to the required area on an as needs basis. 

Warehouse managers should also undertake their own evaluation of items kept in store on at 
least an annual basis as part of the budget formulation process. Warehouse managers will be 
concerned	with	the	cost	of	operating	the	store	and	whether	or	not	efficiencies	can	be	made.	
As mentioned above, demand for services in the public sector is determined quite differently 
from the private sector. In the private sector, demand for a product sold by a company is driven 
by many different factors and can fluctuate widely. Generally in the public sector, demand is set 
when the budget is approved according to the allocation of resources to deliver services in line 
with the strategic plan. 
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There are instances where demand may fluctuate but even then it is likely to be within a narrow 
band and inventory levels can be kept to allow for variations. 

Demand forecasting will be discussed shortly.    

Regardless of the service being provided and materials or supplies required to deliver that service, 
a detailed operational plan must be prepared as part of the budget process. Each operational 
plan should state all assumptions in relation to demand for resources to provide products and 
services. Processes and requirements should be described in enough detail to share with other 
stakeholders who play a role in the delivery of the service.   

EXAMPLE:
For example, the Gauteng Department of Health has included in their budget a flu 
vaccination programme to provide 400,000 free vaccinations. If there is demand for 
500,000 vaccinations, this will not alter the amount that will be provided because the 
budget is fixed.  Furthermore, at the time of budget approval, the line manager responsible 
for the operational plan has indicated that all of the vaccinations must be purchased 
in March ready to be administered in April, May and June. The operational plan states 
that the order will be placed in the middle of February at the latest. The consignment of 
vaccinations will arrive into the central warehouse by the last week in March. One week 
is set aside for repackaging including attaching promotional and instructional materials. 
200,000 vaccinations will be distributed in one issue from the warehouse in April and 
the remainder in a second issue in May. The operational plan contains the exact dates 
of the shipments and has been shared with the warehouse manager, contracted courier 
company and the recipient clinics. The cost to purchase, repackage and distribute is also 
included in the plan but this information is only shared with the budget department and 
warehouse manager.  
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EXAMPLE:
For example, a provincial department of transport has allowed for:
	 •	 100	traffic	light	replacements	due	to	scheduled	replacements;
	 •	 35	replacements	due	to	unscheduled	failures;	and
	 •	 55	new	traffic	lights	to	be	installed.	

This	plan	has	been	based	on	an	assessment	of	the	condition	of	all	the	provinces	traffic	
lights,	past	history	of	failures,	and	the	approved	plans	for	replacements	and	new	traffic	
lights.	When	preparing	the	plan,	the	traffic	engineer	allowed	a	slight	margin	of	error	in	
relation to unscheduled failures. If unscheduled failures are actually less than anticipated, 
the	 allocated	 traffic	 lights	 will	 be	 used	 to	 begin	 next	 year’s	 scheduled	 replacement	
programme. In the unlikely event that actual unscheduled failures are greater than 
anticipated, the plan calls for utilisation of units flagged for scheduled replacements. 

ACTIVITY 5.4.1:
Does each division / department within your entity have a detailed operational 
plan? What is it called? Is that plan a compilation of operational plans from each line 
manager? Does it contain details regarding resources required to achieve service 
delivery targets? Does it contain a prompt for managers to indicate whether items 
are required to be kept in store, when they must be ordered in, and the frequency with 
which they will be issued out to jobs or projects? How would you improve operational 
planning in your organisation to ensure proper planning for inventory?   
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5.5 Resource planning
Following the previous discussion, resource planning in the public sector often involves 
determining the inputs required to meet target service delivery levels. In the discussion above, 
the operational plan has been introduced as the key tool for achieving this. In practice the 
operational plan may have several components and several levels of detail and may refer to 
other plans. For example, the Limpopo Department of Public Works will have individual plans for 
each capital construction project.

Some other tools for resource planning will now be discussed. In some cases the functions of 
these tools may be fulfilled in the operational plan as seen in the examples in the previous 
section.

Bill of materials
A bill of materials is a document which shows all of the components required to complete one 
unit of a particular project, product or service. In the case of a capital construction project to 
build a road it is likely to be an engineering document showing all of the materials to complete 
1 kilometre of road.

Material requirements plan
A material requirements plan goes a step further and provides exact quantities of materials 
required, budgeted cost of materials, when they are required, where they will be sourced from, 
whether items are required to be kept in inventory, and levels of stock to be kept in inventory.

EXAMPLE:
The concept of a material requirements plan is not limited to a manufacturing 
environment. Consider the example of a programme for replacement and installation 
of	new	traffic	lights	in	a	province.	The	relevant	operational	plan	has	identified	that	190	
traffic	lights	must	be	purchased.	The	plan	states	that	all	190	units	will	be	purchased	as	
soon	as	the	budget	is	approved	given	the	lead	time	involved	to	import	the	traffic	lights	
from overseas and associated international freight costs. This will minimise unit cost and 
ensure installation crews can be kept busy throughout the year without disruption. The 
plan also sets out for each individual location the installation dates and crews assigned 
for the new and replacement units. It further details the process that will be undertaken 
to replace units due to unscheduled failures. 
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ACTIVITY 5.5.1:
Does your entity use Bills of Materials and or Material requirements plans? Is the 
information factored into the overall operational plan? Is there a prompt to highlight 
inventory requirements?

Enterprise resource planning systems (ERP)
The term enterprise resource planning system refers to an integrated software solution which 
incorporates a range of specialist software solutions relating to the various stages of production 
and service delivery. Exactly which applications are included can vary depending on an entity’s 
needs. One example might be:
	 •	 accounting		-	financial	performance	and	financial	position
	 •	 billing,	accounts	receivable	and	customer	management
	 •	 purchasing,	accounts	payable	and	supplier	management
	 •	 inventory	management
	 •	 asset	management
	 •	 project	and	job	planning	and	costing
	 •	 human	resources	management	and	payroll

In many government organisations these are often multiple stand alone systems which don’t 
readily share information between each other. They also tend to be mainly focused on Rand 
values and not so much on non-financial management information. As can be seen in the 
examples provided so far, non-financial information is critical for proper planning. 

For	example,	how	many	traffic	lights	are	required	to	be	kept	in	the	store	during	the	year,	when	
will	they	be	ordered,	received	and	issued	to	projects?	

A good integrated ERP system will provide a project planning and costing worksheet which 
the	traffic	engineer	will	complete	at	budget	time.	All	of	the	required	financial	and	non-financial	
information	will	then	be	forwarded	to	the	appropriate	officials	based	on	the	automatic	workflow	
parameters pre programmed into the ERP software. An example of workflow functionality would 
be the automatic forwarding of the relevant information to the warehouse manager. 



European Union

Inventory Management Guide

41

It needs to be noted here that implementing an ERP system is not necessarily the only solution to 
ensure proper planning. In fact, proper planning can be achieved with systems and procedures 
that are completely manual with no computers at all. It is simply a matter of determining 
 the information that must be recorded when planning and where this information should go 
to ensure smooth implementation. Moreover, the thought processes required to determine 
information required and workflow is the same for computerised and manual systems. The only 
difference with a computerised system is that the rules are entered into the software system and 
information is transmitted electronically.

Note: Computer systems should not be seen as an impediment to improving inventory 
management practices. Processes should be documented first and implemented in the  
simplest form. 

A common excuse used to not implement new procedures, planning, budget and disclosure 
requirements is that existing computer systems are not suited to the task. Computer system 
suitability should not be seen as the most important requirement. In fact, most computer 
systems can be adapted with little or no programming and manual procedures can often be 
more	effective	and	cost	efficient.	The	real	key	to	implementing	new	requirements	is	to	define	
and document the business processes that will result in smooth implementation. Often 
significant time and resources are expended complaining about computer system deficiencies. 
It is more productive to immediately document the information and workflow requirements. 
Once this is done, procedures can be implemented that deliver the requirements in the current 
environment. Perhaps eventually those procedures will be automated if and when an ERP or 
other software system is purchased.

Furthermore, business processes must be reviewed, documented and implemented in the 
current environment prior to embarking on a selection process for an ERP or other computerised 
system. Doing the review and ensuring processes are streamlined in the current environment 
will provide valuable information for selecting the right ERP system and components for your 
particular needs. You will also be well prepared to recognise how each alternative ERP solution 
could improve your existing business processes. You may even discover that you don’t really 
need an expensive ERP software solution now that you have evaluated and streamlined your 
business processes. If, you still do decide to purchase and implement an ERP software solution 
you will have completed most of the required business process analysis for tailoring the software 
to your needs.   
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ACTIVITY 5.5.2:
Consider the dot points above showing an example of components of an integrated 
ERP system.  Does your organisation have an integrated ERP system? Substantiate 
your answer stating how existing systems do or do not meet the characteristics of an 
integrated ERP system.

Regardless of whether you have an integrated ERP system, list the computer system 
components you do have and indicate which ones are part of the same system and 
which ones are stand alone. 

Is there a system for inventory management? Is it computerised, manual or a 
combination of both? Briefly explain which parts of the inventory management 
function are computerised and which are manual.
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5.6 Demand forecasting
The detail of forecasting methods and techniques will not be covered. However, each organisation 
should understand the need for demand forecasting during strategic planning and medium 
term budgeting processes and be aware of forecasting techniques. 

Strategic plans in government will consider forecasts for demand and forecasts for resources 
available while making political policy choices on where resources should be allocated. Approved 
budgets will be within the framework of the approved strategic plan. Therefore it is critical that 
forecasts of demand and resources available are as accurate as possible.

There are qualitative and quantitative aspects to forecasting. Qualitative methods for forecasting 
are based on judgment and opinion while quantitative methods are based on mathematical 
models using historical data. Often both aspects are used together. For example, a forecast 
model may use historical data and then apply opinion and expert knowledge regarding future 
trends to vary parameters in the model.

ACTIVITY 5.6.1:
Which methods are used for demand forecasting in your organisation in general and 
specifically for inventory management? Explain how each method is applied. 
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5.7 Budgeting for cash flows
Operational plans and Materials Requirements Plans will detail resources required to deliver the 
target level of services. These will include budgeted costs of those resources, timing of cash 
outflows and an indication of how the costs will be funded. 

For example, the Limpopo Department of Public Works may have a specific capital project to 
build a road which is funded by a national grant received at the beginning of the fiscal year. The 
funds are received in April. Certain materials are received into the store in late June. The project 
begins in July and finishes in September. The engineer responsible for the project provides a 
project plan with resource requirements including specific cash flow details for materials into 
store;	materials	delivered	direct	 to	 the	 job;	 and	contracted	 services	 such	as	hire	of	 specialist	
plant	and	equipment.	The	chief	finance	officer	aggregates	this	cash	flow	information	with	other	
information provided by every department to prepare the consolidated cash flow budget.

Note that cash will be tied up in inventory for a period of time in the above example. The 
cash used to purchase items for inventory could otherwise be invested or used in other areas.  
Hence, it is important to consider the timing of purchase with a view to minimising the time the 
items sit in inventory while ensuring that there is no disruption to the construction timetable 
due to non-availability of materials. This is one of the key areas for inventory management and 
the	chief	finance	officer	should	ensure	that	requests	for	items	to	be	held	in	inventory	take	this	
into account.

Furthermore,	the	chief	finance	officer	should	ensure	periodic	reviews	of	all	items	held	in	store	
and whether or not cash is being used optimally. Changes in the external environment including 
technology and delivery mechanisms of suppliers can result in changes in requirements to hold 
items	in	store.	For	example,	a	traffic	light	component	which	was	previously	only	available	with	
a long lead time may now be readily available with just a few hours delivery time to the job 
site after placing an order over the phone. In this example, the organisation should consider 
eliminating	the	stock	of	 traffic	 light	components.	Cash	will	no	 longer	need	to	be	 invested	 in	
maintaining a level of inventory for that item.    



European Union

Inventory Management Guide

45

5.8 Exercises

Exercise 5.1  Describe resource planning as it relates to inventory management. Include 
an explanation of how an entity could budget for inventory requirements.

Exercise 5.2  what is the difference between a bill of materials and a material 
requirements plan?

Exercise 5.3  which is more important?
  Implementing a computerised inventory management system or
 documenting business processes and ensuring processes and  
 procedures are in place to manage and account for inventory
 Explain why.  
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Exercise 5.4  Explain the relationship between the cash flow budget of an entity 
and inventory management. why is cash flow important to an entity?

5.9 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
	 •	 Implement	inventory	demand	planning	on	operational	plans;
	 •	 Evaluate	planning	and	budgeting	for	inventory	and	make	recommendations;	and
	 •	 Evaluate	computerised	and	manual	systems	for	inventory	and	make	recommendations.



European Union

Inventory Management Guide

47

 	 6	 InvenTORy	MAnAgeMenT	TeChnIques

6.1 Learning outcomes
	 •	 Evaluate	and	apply	inventory	management	techniques	[SO5]

6.2 Key concepts
	 •	 Inventory	holding	cost
	 •	 Inventory	order	cost
	 •	 Economic	order	quantity	model
	 •	 Quantity	discount	model
	 •	 Reorder	point	model
	 •	 Coding	of	inventory
	 •	 ABC	inventory	control
	 •	 Stocktake
	 •	 Just	in	Time	inventory	control
	 •	 Physical	protection	of	inventory
	 •	 Warehouse	and	stockroom	organisation
	 •	 Competencies	in	inventory	management

6.3 Introduction
So far we have defined inventory, discussed how it is valued and explored methods for planning 
and budgeting for inventory. Now we will consider in more detail the management of inventory.

To recap on the importance of inventory management:

Assets held in inventory are generally required to ensure production or service delivery can 
continue as planned without interruption. Like any asset, decisions need to be made whether they 
should	be	held	and	how	much	to	hold,	and	they	need	to	be	efficiently	managed.	Often	the	level	
of effort dedicated to inventory management will depend on the level of inventory investment. 
One of the key challenges in inventory management is to hold the minimum level of stock, tying 
up minimum cash resources while ensuring delivery continues uninterrupted.

The importance of inventory management in the public sector is based on the need to: demonstrate 
accountability	for	public	resources;	improve	transparency	and	credibility	of	information	used	for	
making	policy	choices;	and	to	improve	efficiency.		



European Union

Inventory Management Guide

48

6.4 Cost of holding inventory
Inventory holding cost is separate from inventory valuation. The measurement of inventory  
at cost for recording in the accounting system does not include overheads associated with 
holding	inventory.	Holding	cost	is	however	an	important	consideration	when	looking	at	efficient	
use of resources.

The cost of holding inventory can be viewed as being related to:
	 •	 the	opportunity	cost	of	the	investment	in	inventory	assets	held;
	 •	 the	costs	associated	with	operating	a	warehouse	or	otherwise	storing	the	inventories;		
  and
	 •	 costs	associated	with	loss	of	inventory.

6.4.1 Opportunity cost of the investment in inventory assets
The cost of holding inventory was briefly discussed in the section dealing with budgeting for 
cash flows. The point was made that cash invested in items held as inventory could otherwise be 
earning interest or employed in other areas. Therefore, there is an opportunity cost associated 
with investing cash in inventory assets.

Logically there is an imperative to minimise the investment in inventory assets at any one time 
while ensuring that production or service delivery is not interrupted. One way of achieving this is 
through eliminating the need for an inventory item or possibly all inventory items. For example it 
may be possible to enter into contracts with suppliers who guarantee that items will be available 
within a set timeframe from order and be delivered direct to the location where the item is used.
 
Another way of minimising investment in inventory is to minimise the time that inventory items 
spend in the warehouse or sitting around on the job site before being utilised in production 
or service delivery. For some items this could be achieved through ordering smaller batches 
more often. It should be noted though that there is a cost associated with ordering and more 
frequent ordering will often result in higher ordering costs. Furthermore, there may be discounts 
associated with larger orders which effectively increases order cost for smaller batches. These 
concepts will be explored further in subsequent discussion on the various reorder models.

ACTIVITY 6.4.1.1:
What is the value of inventory as at the end of the financial year in your entity? Provide 
the figures in the relevant disclosure in the audited annual financial statements 
including any breakdown into sub categories. How often is a review undertaken to 
determine whether inventories should be held?
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6.4.2 Costs associated with warehousing

Other costs of holding inventory relate to the operation of a warehouse or quasi warehouse 
involving activities such as: 
	 •	 tracking	receipts,	issues	and	balances	(manual	or	computerised	systems);
	 •	 provision	of	storage	space	which	could	be	alternatively	employed	(land	and	buildings);
	 •	 physical	storage	systems	such	as	shelving,	cabinets,	and	containers;
	 •	 supervision	and	operation	(staff	salaries	and	consumables);	and
	 •	 plant	and	equipment	such	as	forklift	vehicles,	and	fixed	lifts.

Warehousing costs can also be minimised or reduced through a number of means. One way to 
minimise these costs could be to reduce the size of the warehouse or eliminate the warehouse 
completely through reducing or eliminating the need to hold items in store. Some costs 
associated with warehousing may be fixed or at best fixed up until a point and others may  
be variable. 

An example of costs that might be fixed to a point could be salaries of warehouse staff. For 
example eliminating 10 lines of inventory may have no impact on reducing staff salary costs 
while eliminating 30 lines might lead to salary savings. The salary costs are fixed up until a 
certain reduction of activity at which point they are fixed at a new lower level. Let’s look at 
another example. Assume the computerised Enterprise Resource Planning system requires a 
fixed annual license payable for each module utilised. If the inventory operation was reduced 
but not eliminated the same fixed license fee would apply to continue to use the inventory 
management module.  However, if the warehouse function was eliminated entirely the license 
fee for the inventory management module would cease to apply.   

Another example could be maintenance of tanks and pumping equipment for fuel. For example, 
the Western Cape Department of Transport decides to decommission its store of diesel fuel  
and petrol. This store was located at the central depot next to the main warehouse and 
operated by warehouse employees. While the employees are still required to operate the store 
and hence considered fixed costs, the costs of maintaining the fuel tanks and pumps has been  
eliminated entirely.
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6.4.3 Costs associated with loss of inventory
The	accounting	officer	in	terms	of	the	PFMA	must	ensure	that	proper	control	systems	exist	for	
assets and that preventative mechanisms are in place to eliminate theft, losses, wastage and 
misuse. These include such things as:
	 •	 spoilage,	damage	and	obsolescence	
	 •	 theft
	 •	 insurance

As an example of the costs of spoilage, assume all hospital pharmacies in a particular province 
had inadequate procedures for tracking expiry dates. Assume that supplies of a critical drug are 
limited due to budget, several hospitals ran out of the drug and others had a large excess which 
exceeded their expiry date. If proper expiry date management was taking place, it may have 
been possible to transfer excess supply to other hospitals with greater need. In this case the cost 
is	difficult	to	measure	as	it	is	represented	by	people	missing	out	on	treatment.		

As another example, assume certain medical supplies are spoiled when on a particular day  
a refrigerator in the hospital pharmacy breaks down and there is no back-up plan to deal with 
this situation. 

Careful management of short life inventory can be very important to minimise losses. 

Damage may also occur through improper storage such as shelving which cannot take  
the weight of items being stored or improper use of plant and equipment such as overloading 
a lift vehicle. 

It’s very important to minimise costs due to theft as this can be substantial if left unchecked. 
Protection against theft will be discussed in more detail later.

Insurance costs can be minimised if it can be shown that systems and procedures are in place to 
minimise losses through spoilage, damage, obsolescence and theft. 

ACTIVITY 6.4.3.1: 
What are the areas requiring the most focus in your entity in terms of minimising costs 
associated with loss of inventory? Explain why?     



European Union

Inventory Management Guide

51

6.4.4 Work in progress
Some items may be delivered direct to a job site where they can sit until they are needed and 
there may be little or no warehousing costs. These items will be recorded as work in progress 
inventory. Even though GRAP 12 currently excludes work in progress it is still considered as 
inventory and must be disclosed as work in progress at balance date. Furthermore, proper 
records must be kept of receipts of items against the job or project. This will be further discussed 
later on.

6.4.5	 Indirect	overheads	associated	with	warehousing
In many cases corporate overheads may be allocated to the warehouse operation. These could 
include salaries for corporate finance staff responsible for inventory accounting. Often in the 
public sector there are finance staff responsible for the accounting of all assets ranging from 
infrastructure assets right through to inventory assets. Each situation would need to be examined 
on a case by case basis as to whether these types of costs could be reduced if inventory operations 
were reduced. For example, a major review and restructure of the warehouse operation may 
lead to the reduction of one finance department employee.



European Union

Inventory Management Guide

52

6.5	 Inventory	reorder	models
Up	to	this	point	we	have	discussed	the	need	for	 inventory	management	and	considered	the	
cost of holding inventory as well as the cost of ordering inventory. Assuming that it has been 
decided to hold a particular item of inventory, the next step is to determine the quantity to be 
held, order size and order frequency that minimises total annual inventory cost. 

Each entity may develop policies on the use of mathematical models to assist in determining 
quantity held, order size, and order frequency. 

Note that a decision to use models should take into account the availability of information 
required for the model, the cost to perform the modeling and the importance of the inventory 
items being modeled.  

Materiality plays a role in deciding whether to use an estimate based on trial and error or 
mathematical modeling. For example, for an item which is relatively low in total value held in 
store, has low order costs, requires low warehousing costs and would not affect critical service 
delivery if stock ran out, it may be decided that trial and error can be used to set quantities held, 
order size and order frequency. For major items with significant implications it is recommended 
that	mathematical	modeling	be	undertaken	to	determine	the	most	efficient	requirements.

Some inventory systems will have calculators built in. These may vary in complexity and the 
inventory manager and CFO should understand the calculations and determine whether they 
are appropriate for the relevant inventory items.  

A discussion of several popular models follows.
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6.6 Economic order quantity model
As the name suggests the economic order quantity (EOQ) model determines the most economic 
or	cost	efficient	order	quantity.	 It	does	 this	by	finding	 the	order	quantity	at	which	 total	 cost	 
of inventory is minimised. It is a simple model with assumptions that may not hold true in  
many cases. It does however provide a useful starting point for determining the most economic 
order quantity.

The model states that total annual inventory cost (TAIC) is equal to the sum of the purchase cost, 
holding cost and order cost. 

Therefore:
 TAIC   =  annual purchase cost (APC) + annual holding cost (AHC) + annual ordering 

cost (AOC)
 TAIC  = APC + AHC + AOC
 TAIC  = (D x P) + (Q/2 x H) + (D/Q x O)

Where:
 D   = annual demand
 P   = purchase cost per unit
 Q   = order quantity  
 H  = holding cost (holding rate x P)
 O   = cost of placing one order

Assumptions:
 1.  No discounts are given for ordering larger quantities. Purchase cost does not affect the 

order quantity decision. 
 2.  Demand is known and constant. That is, daily demand is the same each day and the 

total demand for the year is known. 
 3.  Order lead time is known and constant. For example, every delivery will arrive 6 working 

days after ordering.
 4.  Replenishment is instantaneous. That is, the entire order is delivered at once with no 

partial deliveries.
 5. Holding cost is known and constant for all inventories.
 6. Ordering cost is known and constant for all orders.
 7. Stockouts do not occur.

Because the model assumes that there are no quantity discounts it looks to minimise the sum 
of ordering costs and holding costs. Assuming demand is known, certain other assumptions 
are taken into account and once the optimal order quantity is known, order frequency and 
minimum stock levels can be determined.
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In seeking to minimise the sum of holding costs and ordering costs the model recognises the 
tradeoff between them. That is, as order size increases, order frequency decreases which leads to 
a reduction in order costs (assuming that there are no quantity discounts). This results in higher 
levels of stock and therefore higher holding costs. 

The cost curves below demonstrate the relationship between order costs and holding costs and 
shows the order quantity where total cost is minimised as the point where the two cost curves 
intersect. That is, at the EOQ the annual order costs equal the annual holding costs. The diagram 
also shows that at or close to the EOQ the total cost curve is relatively flat. This means that minor 
variations in the EOQ will not significantly affect the total cost, allowing some leeway for errors 
in the model’s assumptions.

 

Using calculus the formula for EOQ is derived as:
EOQ = √(2DO / H)

Note that it is not a requirement to understand the derivation using calculus but to simply apply 
the formula for EOQ.

EOQ
Order Size (Q)

Annual Ordering Cost

Annual Holding Cost

Annual Total Cost

Costs (R)
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Order Size (Q)

WORKED EXAMPLE
Assume the Limpopo Department of Health has a malaria vaccination programme which has a 
constant demand for vaccinations throughout the year.

The following information is known:

Unit cost P 100 Rand per vaccination

Annual demand D 10,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost H 10 Rand per unit per year

Order lead time L 6 Days

Number of operational days per year (48 x 6) Y 288 Days

Calculate the following:
 1. Economic order quantity (Q)
 2. Annual purchase cost (APC)
 3. Annual holding cost (AHC)
 4. Annual order cost (AOC)
 5. Total annual inventory cost (TAIC)
 6. Reorder point (ROP)
 7. Number of orders required per year (n)
 8. Number of days between orders (d)
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 Solution:
1. EOQ √ (2DO)/H Q 447

2. Annual Purchase Cost (P x D) APC 1,000,000 Rand

3. Annual Holding Cost (Q/2) x H AHC 2,236 Rand

4. Annual Order Cost (D/Q) x 0 AOC 2,236 Rand

5. Total Annual Inventory Cost (APC+AHC+AOC) TAIC 1,004,472 Rand

6. Reorder point (D/Y) x L ROP 208 units

7. Number of orders per year (D/Q) n 22 orders

8. Days between order (Y/n) d 13 days

Therefore, given the above assumptions and the assumptions inherent in the model, the most 
economical order quantity is 447 vaccinations. This results in placing an order for 447 vaccinations 
every 13 days when the stock level reaches 208 vaccinations requiring 22 orders per year. 

The graph below represents the physical stock in the store. 

Inventory on-hand

EOQ = 447

Time

22 Orders per year
ROP = 208

13 days LT = 6 days
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6.7 Quantity discount model
This model relaxes the previous assumption that quantity discounts are not provided. Some 
suppliers will offer discounts and depending on holding costs and order costs it may be 
economical to buy larger quantities.

For the purposes of demonstration we will use the previous example and introduce 3 prices 
depending on quantity.

Unit cost (less than 500 units) P1 100 Rand per vaccination

Unit cost (500 units to 999) P2 95 Rand per vaccination

Unit cost (1000 or more) P3 90 Rand per vaccination

 
To calculate the optimum order quantity we are looking for the allowed ordered quantity where 
total inventory costs will be minimised. To do this there are three total cost curves to consider, 
one for each price. The highest cost curve is that associated with the highest price and then 
drops down to the next cost curve at the price break point. A price break point is the minimum 
quantity required to get a price discount. See the cost curves in the diagram below.

Note that the EOQ on each curve may not be feasible. That is, if the EOQ is less than the quantity 
required to achieve the price associated with that cost curve, it is not feasible. 

1000 Order Size (Q)

First price break

Total Annual Inventory Costs

Costs (R)

Second price break

Lowest feasible

EQO = 471

EQO = 447 P1 (feasible EOQ)
EQO = 459 P2 (infeasible EOQ)

EQO = 471 P3 (infeasible EOQ)

500
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Follow the steps below
 1. For each price calculate the following
   a. Economic order quantity (Q) and note if feasible or not
 2.  If the feasible EOQ is associated with the lowest unit price, this is the optimal order 

quantity. Otherwise proceed to the next step.
 3.  Calculate the total annual inventory cost for the feasible EOQ identified and for all the 

price break points at each lower price. Show the following:
   a. Annual purchase cost (APC)
   b. Annual holding cost (AHC)
   c. Annual order cost (AOC)
   d. Total annual inventory cost (TAIC)
 4. The quantity that provides the lowest total annual inventory cost is the optimal order  
  quantity. For the optimal order quantity calculate:
   a. Reorder point (ROP)
   b. Number of orders required per year (n)
   c. Number of days between orders (d)
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Answer:
1.  Economic order quantity

Price = R100
Unit cost (less than 500 units) P1 100 Rand per vaccination

Annual demand D 10,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost (Holding rate (10%) x unit cost) H1 10 Rand per unit per year

1. EOQ √ (2DO)/H Q 447 Feasible but not at lowest price

 
Price = 95

Unit cost (500 units to 999) P2 95 Rand per vaccination

Annual demand D 10,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost H 9,5 Rand per unit per year

1. EOQ √ (2DO)/H 459 Not feasible

Price = 90
Unit cost (1000 or more) P3 90 Rand per vaccination

Annual demand D 10,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost H 9 Rand per unit per year

1. EOQ √ (2DO)/H 471 Not feasible

2.		Feasible	eOq	is	not	at	lowest	price.
3.			Total	annual	inventory	cost	for	feasible	eOq	and	each	price	break	quantity

Price = 100, Q = 447
a. Annual Purchase Cost (PxD) APC 1,000,000 Rand

b. Annual Holding Cost (Q/2) x H AHC 2,236 Rand

c. Annual Order Cost (D/Q) x O AOC 2,236 Rand

d. Total Annual Inventory Cost (APC+AHC+AOC) TAIC 1,004,472 Rand
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 Price = 95, Q = 500
a. Annual Purchase Cost (PxD) APC 950,000 Rand

b. Annual Holding Cost (Q/2) x H AHC 2,375 Rand

c. Annual Order Cost (D/Q) x O AOC 2,000 Rand

d. Total Annual Inventory Cost (APC+AHC+AOC) TAIC 954,375 Rand

  
Price = 90, Q = 1000

a. Annual Purchase Cost (PxD) APC 900,000 Rand

b. Annual Holding Cost (Q/2) x H AHC 4,500 Rand

c. Annual Order Cost (D/Q) x O AOC 1,000 Rand

d. Total Annual Inventory Cost (APC+AHC+AOC) TAIC 905,500 Rand

4.			The	quantity	that	provides	the	lowest	total	annual	inventory	cost	is	1000	units.	This	
is therefore the optimal order quantity.

 

Order lead time L 6 Days

Number of operational days per year (48 x 6) Y 288 Days

a. Reorder point (D/Y) x L ROP 208 units

b. Number of orders per year (D/Q) n 10 orders

c. Operational days between orders (Y/n) d 29 days
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6.8 Reorder point model
This model introduces the concept of safety stock.

As discussed, the two main decisions that need to be made with regard to ordering are the 
optimal order quantity and optimal time to place an order known as the reorder point (ROP). In 
the previous examples, demand and lead time were known and constant. Orders were always 
100% complete on the final day of the known lead time. Hence, the reorder point was equal to 
units of demand during lead time. Stock would be zero immediately before replenishment. 

In practice demand and lead time may vary raising the possibility of running out of stock and 
interrupting service delivery. Safety stock should therefore be held to reduce the chance of a 
stockout. In this model, the reorder point is the lowest stock level at which an order must be 
placed to avoid running out of stock. The formula for the reorder point under this model is:

   Reorder point = average demand during order lead time + safety stock

Safety stock must allow for variations in both demand and lead time. There are advanced 
statistical techniques in use to estimate variations in demand and lead time based on normal 
distribution curves and probability. These techniques include calculation of mean demand and 
mean lead time, standard deviation from the mean, normal distribution curves and probability. 

We will however consider a more simplistic approach. The intention is to highlight that as 
much information as possible needs to be gathered to reduce the risk of running out of stock. 
Warehouse managers should continuously track information relating to significant stock items 
and where appropriate adjust reorder points and order quantities. 
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Continuing the previous example and assuming there is no safety stock and demand and 
lead time are constant the following would be apparent:
 

Unit Cost P 100 Rand per vaccination

Annual demand D 10,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost (Holding rate (10%) x unit cost) H 10 Rand per unit per year

Order lead time L 6 Days

Number of operational days per year (48 x 6) Y 288

1. EOQ √ (2DO)/H Q 447

2. Annual Purchase Cost (P x D) APC 1,000,000 Rand

3. Annual Holding Cost (Q/2) x H AHC 2,236 Rand

4. Annual Order Cost (D/Q) x O AOC 2,236 Rand

Note that at the EOQ, holding cost equals order cost

5. Total Annual Inventory Cost (APC + AHC + AOC) TAIC 1,004,472 Rand

6. Reorder point (D/Y) x L ROP 208 units

7. Number of orders per year (D/Q) n 22 orders

8. Days between orders (Y/n) d 13 days

In this case minimum stock would be the reorder point less demand during lead time. In other 
words, stock is allowed to reach zero at which point it is immediately replenished with the EOQ.
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Let’s now consider the situation where the warehouse manager has been tracking demand and 
lead time and is able to provide reasonable estimates for maximum and minimum demand 
during lead time. 

Minimum daily demand during lead time is 30 units and maximum daily demand is 40 units. 
Lead time fluctuates between a minimum of 2 days and a maximum of 6 days.

In this case, the manager decides to set the ROP at maximum demand during maximum lead 
time to provide a conservative estimate for safety stock. 

 ROP = (max daily demand x max lead time) 
  = (40 x 6)
  = 240
 
 Safety stock = (max demand x max lead time) – (ave demand x ave lead time)
  = (40 x 6) – (35 x 4)
  = 240 – 140
  = 100
  
 Max Stock = ROP+ EOQ - (min demand x min lead time)
  = 240 + 447 – (30 x 2)
  = 627

In the above example, the reorder point is at 240. If average demand and average lead time 
occur, there will be 100 units in stock (the safety stock) when the order is received. If maximum 
demand and maximum lead time occur, there will be zero units in stock when the order is 
received. The warehouse manager believes this latter scenario is unlikely and will continue to 
monitor minimum and maximum stock levels. 

If minimum stock levels continually occur very close to zero further investigation may  
be necessary to determine the cause. Average demand and or average lead time may be  
shifting higher. 

If maximum stock levels are regularly over or close to the calculated value for maximum stock it 
may mean that safety stock is too conservative and can be reduced.
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 ACTIVITY 6.8.1:
What methods are used in your entity to set reorder point and order quantity? Is the 
concept of safety stock used and if so how is it calculated? Are minimum and maximum 
stock levels monitored?

6.9 Inventory control systems
The reorder models discussed above assume that inventory levels are tracked in real time and 
the actual level of physical stock is always known. In practice this may not be the case. Whether 
operating computerised or manual systems, it is recommended that controls are introduced to 
eliminate or reduce variance between actual physical stock and recorded stock. Furthermore, it 
was already suggested that the reorder models discussed above will probably only be used for 
significant stock items so it is necessary to have a system which determines which stock items 
are significant and warrant extra attention. 
The following will now be discussed:
	 •	 Coding	of	items
	 •	 ABC	inventory	control
	 •	 Stocktake	(periodic	/	continuous)
	 •	 Just	in	Time	(JIT)
	 •	 Physical	protection
	 •	 Warehouse	and	stockroom	organisation
	 •	 Technology	in	inventory	management
	 •	 Competencies	and	training	requirements
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6.10 Coding of items
The coding of inventory items is an important control system. The key to any coding system 
is ensuring that each group of “the same” items has a unique identifier. This identifier would 
then apply to all “the same” items. Some industry standardisation of codes could be useful for 
benchmarking purposes. Bar code labels and radio frequency identification (RFID) tags are 
already produced for many individual products following standard coding systems. Any move 
to a standard system should first consider existing coding systems already widely in use.

Ensuring items are allocated a unique code will facilitate:
	 •	 tracking	of	receipts	and	issues;	
	 •	 confirming	stock	on-hand;
	 •	 easier	location	of	items	and	review	of	warehouse	layout;	
	 •	 minimisation	of	theft;	and
	 •	 ensuring	the	right	items	are	issued	to	jobs	and	projects;	

Bar coding and Radio Frequency Identification (RFID) technologies record item codes and other 
detailed information about each item. 

Bar coding technology allows shelf locations and or individual items to be coded with a label 
which can be read by a bar code scanner. This allows positive identification and a faster stocktake 
operation. The technology requires the reader to be able to be passed over the label in way in 
which the code can be scanned by light. In other words a person operating a bar code reader 
must be able to see the bar code label.
Radio Frequency Identification (RFID) technology performs the same function as bar coding but 
uses a small computer chip which holds data about the item. RFID chips can store much more 
data than bar codes and there are different types of chips for different purposes. One of the real 
benefits of RFID technology is that the reader does not need to know where the chip is. It will 
detect the chip with radio signals which can travel through objects. For example, multiple RFID 
tags can be attached to packages on several pallets on the back of a truck. The truck travels 
under a reader at the entrance to the warehouse and the reader automatically registers all of the 
items on the truck. 
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6.11 ABC inventory control
Earlier we discussed different methods for determining when to reorder items and it was 
mentioned that some items might be identified for application of a more rigorous mathematical 
and statistical approach. The ABC inventory control system refers to a method of managing 
inventory which splits inventory items into groups based on their need to be managed more 
closely in relation to such management decisions as:
	 •	 which	method	to	use	to	predict	order	quantities	and	reorder	point;
	 •	 safety	stock	requirements
	 •	 whether	to	apply	stricter	controls	to	reduce	theft;
	 •	 frequency	of	stocktake;
	 •	 monitoring	for	spoilage	and	correct	storage
The simple form of this system advocates that items are split into three groups (A, B and C). 
However, there is no impediment to deciding to split items into more or less groups. The key is 
treating the management of certain inventory items differently based on their characteristics. 
This	system	is	often	said	to	utilise	a	variant	of	the	‘Pareto’	principle	or	‘80/20’	rule	which	suggests	
that 20% of your inventory items account for 80% of the Rand value usage.       

Often the split of items is determined by annual Rand usage. However, it is more useful to 
take into consideration a range of factors including:
	 •	 annual	Rand	usage
	 •	 item	shelf	life	(limited	by	obsolescence	and	spoilage)
	 •	 risk	to	service	delivery	associated	with	stockout
	 •	 item	availability	and	reorder	lead	times	

For example, in the hospital pharmacy, critical, short life drugs should be monitored more closely 
than non-controlled drugs with long shelf lives. Or as another example, a moderate value item 
with	a	very	long	lead	time	such	as	a	component	for	a	traffic	light	needs	to	be	monitored	more	
closely than an item that can be sourced quickly.

Both of the examples above illustrate that it may not necessarily only be the items with highest 
value which should be managed closely.

Because of this, it is suggested to follow a four step process. In the discussion that follows it is 
assumed that there are three classifications (A, B and C) but note that each entity may determine 
its own.

 1. Determine the classification of items based on annual Rand value usage
 2. Compare current inventory on-hand value to usage value
 3.  Identify items that should be managed more closely because they satisfy one or more 

of a number of predetermined factors such as short shelf life, risk to service delivery in 
case of stockout and reorder lead times.
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 4.  Determine inventory management parameters for each of the classifications A, B and C 
and for other individual items or groups of items identified in step 3. Parameters include:

   
	 	 	 a.	 should	the	item	be	held	more	or	less	or	not	at	all?;
	 	 	 b.	 reorder	quantity	and	reorder	point;
	 	 	 c.	 safety	stock	requirements;
	 	 	 d.	 frequency	of	stocktake;
	 	 	 e.	 monitoring	for	spoilage	and	correct	storage;	and
   f. systems for theft prevention      

The frequency for conducting this analysis is dependent on factors particular to each entity 
such as:
	 •	 Obsolescence	rates	in	the	industry	(how	often	does	stock	become	obsolete?);
	 •	 Strategic	planning	and	budgeting	cycles;	and	
	 •	 Staffing	constraints	(for	example	if	physical	counts	need	to	be	done)

Classic ABC prioritisation by Rand value usage
As stated earlier, each entity should rank its inventory items according to its own requirements 
and this method is an example which can provide a simple first cut.

Different texts may subscribe to slightly different values. Here we have referred to the values 
used by Wisner, Tan and Leong, 2009. 
 
The ABC system suggests that
	 •	 A	 20%	of	items	account	for	80%	of	annual	Rand	usage
	 •	 B	 40%	of	items	account	for	15%	of	annual	Rand	usage
	 •	 C	 40%	of	items	account	for	5%	of	annual	Rand	usage

Annual Rand usage should be easily obtainable from the inventory management system or 
alternatively by compiling the information from operational plans or manual records of issues. If 
it is not a simple task to calculate this, processes should be improved. 

Note: the earlier discussion on ERP systems and especially that even the 
absence of a computer system altogether should not be seen as an impediment 
to designing a proper business process which collects the required information 
for this task.

In some cases it may be necessary for the inventory controller to make a judgment call based on 
experience to catagorise each item.
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If annual Rand usage can be determined, simply take the top highest value items making up 
80% of Rand usage and classify them as A. Take the next highest value items adding up to the 
next 15% of value and classify them as B. The remainder is classified as C.  

Comparing inventory on-hand value with usage value (ABC Matrix)

The objective here is to determine which items may be under stocked and which items may 
be overstocked. To do this, classify each item as A, B or C depending on the Rand value of 
current inventory on-hand using the method outlined above. Plot the results against the ABC 
classification based on annual Rand value usage. See the example Matrix below.

ABC Analysis of Inventory On-hand (R)

understocking A and B itemsABC Analysis of 
Inventory Usage (R)

A

overstocking
B and C items

indicates obsolete stock

B

C

C B A

X

P

Y

Q

 Examples items P and Q may be potentially under stocked because they have a high usage value 
and a low on-hand value. Items X and Y may be potentially overstocked or obsolete because 
they have a high on-hand value and a low usage value.
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6.12 Stocktake
Stocktake is the process of counting physical stock present in the warehouse or other locations, 
comparing it to the manual or computer records and making adjustments where necessary. It 
verifies	inventory	records	supporting	the	value	in	the	financial	accounts;	reduces	the	possibility	
of	theft	and	fraud;	and	reveals	any	weaknesses	in	inventory	management.		

Stocktake could involve staff working from shelf location to shelf location in a systematic manner 
and physically counting each item. Technology could be used in various ways. A barcode scanner 
could be used to identify the location and stock item and each item is still physically counted. A 
RFID reader could be used to actually count the stock present with one pass of the reader over 
the general area. This would require the RFID tag to be mounted in such a way that it could not 
be removed and its presence actually truly indicates that the stock is present. Moreover, a variety 
of stock taking methods could be employed depending on the nature of the item and how it 
has been classified for inventory management purposes.
 
Stocktake is a check to ensure accuracy of inventory management and can highlight a 
number of issues including:
	 •	 inaccuracies	in	the	inventory	management	software	being	used;
	 •	 errors	made	by	warehouse	staff	and	need	for	training;
	 •	 theft	and	need	for	tighter	controls;	and
	 •	 changes	required	in	procedures.

It	should	be	seen	as	an	opportunity	to	continuously	improve	the	accuracy	and	efficiency	of	the	
warehouse operation. 

6.12.1 Periodic stocktake 
Periodic stocktake refers to performing the stocktake on a periodic basis, for example, annually, 
semi annually or quarterly. In many cases stocktake is only done annually near the end of the 
financial year to satisfy audit requirements. Best practice in inventory management suggests 
that some items may need to be physically verified more often.

6.12.2 Continuous stocktake
At the other end of the scale from a single annual stocktake is the continuous stocktake. In a 
system where the entire warehouse is subject to a continuous stocktake, once all items in the 
warehouse have been counted, the stocktake process begins again from the beginning.

Fuel is an example of an item which requires very frequent confirmation of actual physical stock 
because	of	its	physical	nature:	tendency	to	evaporate,	contract	and	expand;	and	potential	issues	
with measurement and delivery systems. 
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ACTIVITY 6.12.2.1:
Discuss the following example and consider the issue of materiality

Consider the example of a very large farm operated by the Western Cape Department 
of Agriculture where fuel is stored on the farm for the tractors. In this situation, 
a tank dip reading should be taken in the morning before the first issue and in the 
evening after the last issue. Records should be kept for each receipt and issue and 
reconciliations performed each day with adjustments made taking into account 
allowable variances for natural factors. Any discrepancy falling outside of the 
allowance should be investigated immediately – discrepancies are easier to resolve 
the sooner they are discovered and investigated. A dip should be performed before 
and after each receipt to verify the accuracy of the delivery with the metre on the 
delivery pump. Physical and other devices should be in place to reduce theft, undue 
evaporation, and wastage.

What are some other issues you think need to be covered in procedure documentation 
associated with keeping an inventory of fuel on a farm?  

6.12.3 Hybrid stocktake
Different items may require closer management attention in the form of more frequent 
stocktakes. Remember the example of critical, short life, drugs requiring refrigeration in the 
hospital pharmacy. These may be identified as requiring a continuous stocktake. Perhaps the 
stock levels are small and it is decided that stock levels, expiry dates and storage equipment 
operation should be verified each day. It may be decided that certain non-controlled drugs 
can be subject to a monthly cycle count where at the beginning of each month a count is 
started and is completed within a few days. And there may be other items which only require 
verification once or twice a year. 

Hybrid stocktakes are recommended for all warehouse environments. The inventory controller 
should determine a stocktake plan which groups items based on their stocktake frequency 
requirements. Taking into account resources available (usually staff and technology), the plan 
will provide a schedule for stocktake for the entire warehouse. Coupled with this should be a 
focus	on	continuously	improving	inventory	accuracy	with	a	view	to	optimising	efficiency	and	
effectiveness in inventory management. 
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ACTIVITY 6.12.3.1: 
Discuss some of the stock items in your industry that might require different stocktake 
approaches explaining why.

6.12.4 The role of independence in the stocktake
Independence is an important criterion for at least one stocktake a year. This provides a check 
that stores personnel are performing their roles according to established policies and procedures.  
It also provides an independent verification of the accuracy of physical stock compared to  
the records.

At least once a year, a stocktake should be performed by staff other than those who usually 
work in the store and a team from external audit should be present. While it is important to 
have an independent verification it is also important for counters to be properly trained to avoid 
problems such as miscounts and incorrect adjustments.
 
ACTIVITY 6.12.4.1:
Discuss the main benefit of using warehouse staff to conduct stocktakes and the 
necessity for some form of independent check. What is the trade off?
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6.13 Just-in-time inventory control
Just-in-time (JIT) inventory control refers to the practice of keeping minimal levels of inventory 
and planning for stock to arrive just before it is needed. In fact, perfect JIT would be achieved if 
inventory levels were zero and required materials and supplies were delivered direct to jobs and 
projects immediately as they are required.

In government there is potential to take advantage of JIT to varying degrees. In many cases, 
government departments are already using aspects of this system. Let us say for example, 
the Free State Department of Public Works has construction materials delivered by a private 
contractor to a construction site on the day the materials are to be utilised. These materials are 
being delivered direct to the work site and being used immediately so there are no warehousing 
costs and there is also no opportunity cost associated with cash tied up in inventory. Cash flow 
is being optimised.

However, the above advantages may not be all that they seem. For example, the contract and 
relations with the supplier may not be ideal and the supplier may fail to deliver the materials 
when required. This could be very costly in terms of delays in construction leading to a range 
of other costs. Materials may be delivered to the site slightly early and need to be stored until 
needed. In this case proper storage needs to be provided on site which will amongst other 
things protect the materials from damage, spoilage and theft.

One practice which is still common in the public sector is to deliver goods to work sites near the 
end of the financial year with the main priority to spend funds in the budget to ensure they are 
not forfeited. This is not JIT as the materials are not being used immediately. This is a very poor 
practice and is a result of a previous performance review process which only looked at funds 
spent. Obvious faults with this practice include:

	 •	 disguises	poor	planning	and	or	implementation;
	 •	 	high	opportunity	costs	in	terms	of	funds	tied	up	in	inventory	which	could	have	otherwise	

been	invested	or	utilised	in	service	delivery;
	 •	 often	associated	with	very	high	rates	of	theft,	damage	and	spoilage

Increasingly, government budgets, operational plans, in-year reporting and annual reports must 
link revenue and expenditure (inputs) with service delivery (outputs).
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ACTIVITY 6.13.1: CLASS DISCUSSION
Discuss examples of the JIT approach applied in your entity. Can you think of any 
situations in your entity where a direct delivery approach is being used but not 
adequately monitored or controlled? Discuss possible opportunities to introduce the 
JIT model to items currently kept in a warehouse or stockroom.
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6.14 Physical protection of inventory

Physical protection systems are used to protect inventory and other assets from loss due to 
such things as:
	 •	 damage;
	 •	 spoilage;	and	
	 •	 theft

Physical protection systems can be in the form of procedures and actual devices or equipment. 
As with the other inventory management issues discussed so far, it is important to group 
inventory items in terms of the level of physical protection required. 

Some items need to be stored in a certain way to ensure their shelf lives are extended as long 
as possible. For example, vaccinations may need to be refrigerated in the hospital pharmacy. 
Some need to be stored to ensure integrity of the product. For example, explosives used in 
construction if not stored correctly could cause not only the loss of those items but other 
property and human life.

Once it has been determined that items are damaged, spoiled or obsolete their disposal must 
be subject to a controlled procedure. Without procedures in this regard there is a possibility that 
these items will clutter the warehouse or storeroom or be subject to theft or other fraudulent 
disposal. This procedure must set out at least the following:

	 •	 who	is	authorised	to	indentify	items	as	damaged,	spoiled	or	obsolete;	
	 •	 how	access	is	to	be	restricted	once	identified;	and
	 •	 the	procedure	for	disposal.

Loss due to theft can be a large cost to the overall warehouse operation and needs to be 
managed effectively. The following steps are recommended to address theft of inventory:
	 •	 	produce	written	procedures	regarding	who	is	responsible	for	inventory	items	at	various	

stages;	
	 •	 require	signatures	on	documentation	as	inventory	is	received,	issued	and	counted;
	 •	 	implement	physical	controls	over	inventory	such	as	warehouses	and	stockrooms	with	

access	restricted	to	those	people	authorised	to	sign	for	the	inventory;
	 •	 tag	or	otherwise	permanently	identify	high	value	and	attractive	items;
	 •	 	perform	continuous	or	very	frequent	stocktake	on	items	identified	as	more	susceptible	

to	theft;
	 •	 perform	periodic	independent	stocktake	at	least	once	a	year;	
	 •	 provide	continuous	training	on	inventory	procedures;	and
	 •	 	once	reasonable	systems	are	in	place	hold	the	appropriate	person	accountable	for	theft	

of inventory under their responsibility.
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The last dot point is extremely important and probably the most effective. Without effective 
systems in place and appropriate training it would be unfair to hold supervisors and other staff 
accountable for theft. However, once systems and procedures are in place and training has 
been provided, holding staff accountable for theft of items from their area of responsibility is 
extremely powerful.

ACTIVITY 6.14.1:
Discuss whether or not your warehouse or other inventory operations have adequate 
physical protection. What improvements could you suggest immediately? Consider 
the dot points above and in particular: storage systems; short shelf life items; access 
restrictions; accountability for loss; and training on procedures.    
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6.15 Warehouse and stockroom organisation

Warehouse and stockroom organisation can contribute greatly to the efficiency of inventory 
management. Good organisation entails:
	 •	 	a	large	enough	space	to	ensure	all	required	items	can	be	received,	stored	and	issued	

efficiently	but	without	too	much	unused	space;
	 •	 	a	 layout	 which	 supports	 efficient	 receipt,	 storage	 and	 issue	 including	 storing	 faster	

moving	items	closer	to	access	points;
	 •	 shelving	and	other	storage	facilities	suited	to	the	layout	and	the	inventory	items
	 •	 appropriate	equipment	for	moving	and	lifting	and	otherwise	storing	and	
  retrieving items

As with ERP systems it is not necessary to have the latest and greatest warehouse layout, shelving, 
and lifting equipment. The key is to consider and document the requirements and plan for the 
required equipment and processes given the resources available. Such a plan may identify that 
it would be ideal to invest in a certain piece of equipment or even an entire new warehouse 
if funds were to be made available. A case may even be able to be made at budget time that 
certain	initiatives	will	contribute	a	certain	Rand	amount	of	identifiable	efficiency	savings.		

ACTIVITY 6.15.1:
How often does your entity evaluate warehouse or stockroom organisation? In your 
answer take into account situations where items may be delivered direct to a site and 
stored there for a period of time until use.
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6.16 Technology in inventory management
The area of inventory management as a major part of the logistics component of supply chain 
management has seen some reasonably large advances in technology in recent times. This has 
been	largely	due	to	the	push	from	the	private	sector	to	find	efficiencies	in	the	supply	chain.	

Whether or not technological advances are appropriate for government depends on the 
return on investment that can be passed on to the recipients of service delivery provided  
by government. 

Hence, before implementing new technology, it is essential to ensure a proper study is done 
which demonstrates that the implementation will result in actual savings or increased service 
delivery being passed onto the recipients of government goods and services.

It is possible that savings may be able to be demonstrated in areas other than direct monetary 
savings. For example, it could be proposed that purchasing a new lifting device would 
contribute to reductions in workplace injury insurance premiums and reductions in the cost 
of staff rehabilitation. Proven statistics on reduction of workplace injuries would need to be 
demonstrated to substantiate such a proposal. 

Three technology driven areas already discussed are:
	 •	 integrated,	enterprise	resource	planning	systems	(ERP	systems);
	 •	 bar	coding;	and
	 •	 radio	frequency	identification	(RFID).

Officials	responsible	for	inventory	management	must	undertake	professional	development	to	
stay abreast of the latest developments and undertake reviews to determine if new technologies 
can be cost effectively employed.

ACTIVITY 6.16.1:
Discuss the various technologies in use for inventory management in your entity. Are 
there documented procedures detailing correct use of each technology?  
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6.17 Competencies and training requirements

The warehouse manager or inventory controller is generally responsible to the supply chain 
manager or chief financial officer. They should be held accountable for at least the following:
	 •	 Establishing	and	managing	inventory	control	procedures;
	 •	 Establishing	change	controls	and	procedures	for	new	items;
	 •	 Establishing	and	managing	systems	for	recording	of	inventory	transactions;
	 •	 	Assisting	the	supply	chain	manager	in	effectively	managing	supplier	relationships	and	

contract	management;
	 •	 Providing	accurate	and	timely	inventory	management	information;	and	
	 •	 	Identifying	opportunities	to	increase	the	efficiency	of	the	warehouse	operation	including	

such areas as:
	 	 •	 	minimising	total	annual	inventory	cost	while	ensuring	continuous	supply	for	critical	

service	delivery	including	opportunities	for	eliminating	stock	completely;
	 	 •	 reduction	of	physical	losses	due	to	such	things	as	damage,	spoilage	and	theft;	and
	 	 •	 	introduction	of	new	storage	 systems	and	or	equipment	which	can	be	 justified	 in	

terms of payback period of the investment. 

Warehouse managers should possess the following skills, knowledge and traits associated 
with the task rather than the management role:
	 •	 analytical,	attention	to	detail	and	committed	to	accuracy
	 •	 results	orientated	and	committed	to	continuously	improving
	 •	 knowledge	of	supply	chain	aspects	within	the	industry	(e.g.	short	life	items)
	 •	 focus	on	customer	and	supplier	relations

Training plans covering the above areas must be prepared for all staff in each warehouse, 
stockroom or other inventory operation.
 
ACTIVITY 6.17.1:
Discuss the training plan/s for inventory staff in your entity. Are they documented? 
What are the main competencies and are the plans regularly reviewed?  
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6.18 Exercises

Exercise 6.1 list the three components of inventory holding costs

Exercise 6.2  Economic order quantity calculation
 The following information is known:

Unit cost P 95 Rand per vaccination

Annual demand D 5,000 Vaccinations

Cost of placing one order O 100 Rand per order

Holding cost (Holding rate (10%) x unit cost) H 10 Rand per unit per year

Order lead time L 15 Days

Number of operational days per year (48 x 6) Y 350 Days

Calculate the following:
 1. Economic order quantity (Q)
 2. Annual purchase cost (APC)
 3. Annual holding cost (AHC)
 4. Annual order cost (AOC)
 5. Total annual inventory cost (TAIC)
 6. Reorder point (ROP)
 7. Number of orders required per year (n)
 8. Number of days between orders (d)
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Complete the template:

1. EOQ √ (2DO)/H Q

2. Annual Purchase Cost (P x D) APC Rand

3. Annual Holding Cost (Q/2) x H AHC Rand

4. Annual Order Cost (D/Q) x 0 AOC Rand

5. Total Annual Inventory Cost (APC+AHC+AOC) TAIC Rand

6. Reorder point (D/Y) x L ROP units

7. Number of orders per year (D/Q) n orders

8. Days between order (Y/n) d days

Exercise 6.3 what is the critical element of any inventory coding system and why?

Exercise 6.4  Define Abc inventory control; explain its purpose and how it can 
be modified for individual circumstances.
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6.19 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
	 •	 Demonstrate	an	understanding	of	the	cost	of	ho	lding	inventory;
	 •	 Calculate	order	quantities	and	reorder	point	using	the	following	models;
	 	 •	 Economic	order	quantity	model
	 	 •	 Quantity	discount	model
	 	 •	 Reorder	point	model
	 •	 Demonstrate	an	understanding	of	the	reasons	for	applying	the	above	models;	
	 •	 Evaluate	inventory	control	systems	and	recommend	improvements;	and	
	 •	 Demonstrate	an	understanding	of	required	competencies	in	inventory	management.	
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  7 INVENTORY POlIcIEs AND PROcEDUREs 

7.1 Learning outcomes
	 •	 Evaluate	and	apply	inventory	management	policies	and	procedures	[506]

7.2 Key concepts
	 •	 Inventory	management	policies	in	relation	to:
	 	 •	 Integration	in	supply	chain	management
	 	 •	 Scope	of	inventory	management
	 	 •	 Measurement	for	financial	reporting
	 	 •	 Inventory	coding	system
	 	 •	 Resource	planning	systems
	 	 •	 Inventory	control	approaches
	 	 •	 Stock	levels
	 	 •	 Reorder	quantities	and	timing
	 	 •	 Stocktake
	 	 •	 Physical	protection
	 	 •	 Warehouse	and	stockroom	organisation
	 	 •	 Competencies	and	training	requirements
	 	 •	 Systems	for	recording	inventory	transactions
	 	 •	 Audit	programmes	for	inventory
	 	 •	 Procedure	manuals
	 	 •	 Performance	evaluation
 
7.3 Integration in supply chain management
Inventory management is an integral component of supply chain management and the 
inventory management policies will be contained in the overall supply chain management 
policy for an entity.  

Inventory management policies should be reviewed annually and adjusted as necessary with a 
view to continuous improvement in inventory management. 

Policies	are	high	level	and	are	usually	approved	/	endorsed	by	the	council,	board,	or	legislature	
as appropriate. Procedures on the other hand are operational, provide a detailed description on 
the	carrying	out	of	tasks	and	may	be	approved	by	the	accounting	officer	or	authority	or	other	
officers	as	delegated.	Policies	may	stipulate	the	operations	that	the	procedures	must	cover.	
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Supply chain includes inventory and covers the following areas:
	 •	 demand	management;	
	 •	 acquisition	management;	
	 •	 logistics	management;	
	 •	 disposal	management;	
	 •	 risk	management;	
	 •	 and	regular	assessment	of	supply	chain	performance.

At least the following should be reviewed each time the inventory management policies  
are reviewed.
	 •	 Scope	of	inventory	management	policies
	 •	 Measurement	of	inventory	for	financial	reporting
	 •	 Inventory	coding	system
	 •	 Resource	planning	systems
	 •	 Approaches	for	inventory	control
	 •	 Stock	levels
	 •	 Reorder	quantities	and	timing	
	 •	 Stocktake	requirements
	 •	 Physical	protection	of	inventory
	 •	 Disposals	(including	disposal	of	damaged,	spoiled	or	obsolete	items)
	 •	 Warehouse	and	stockroom	organisation
	 •	 Competencies	and	training	requirements
	 •	 Systems	for	effecting	and	recording	inventory	transactions
	 •	 Procedure	manuals
	 •	 Performance	evaluation

ACTIVITY 7.3.1:
Are all of the above policies covered in your entity? Do you have additional policies 
not covered above? Discuss.

The minimum requirements for each of the policies listed above will now be discussed.
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7.4 Scope of inventory management

The policy should state all operations covered by the inventory management policies and 
must include:
	 •	 All	warehouse	and	stockroom	operations;
	 •	 	Operations	where	materials	or	supplies	are	delivered	direct	to	a	project	or	job	and	are	

not	used	immediately;	and
	 •	 Any	other	operations	specified	in	the	inventory	management	policies.

Each specific operation or group of operations must be individually listed in this policy.
 
ACTIVITY 7.4.1: 
List all inventory operations in your entity and compile a comprehensive list covering 
the group. Discuss the similarities and differences across entities.
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7.5 Measurement of inventory for financial reporting
The policy will state how inventory will be measured for reporting in the annual financial 
statements and associated disclosures. This will either be according to accrual accounting 
concepts and GRAP 12 or according to the “Preparation Guide to the Annual Financial Statements” 
provided by the OAG.

ACTIVITY 7.5.1:
How are you currently reporting inventory values in the financial accounts and annual 
financial statements? When do you plan to fully comply with GRAP 12?

7.6 Inventory coding system
The policy will state which coding system is being used for the recording of inventory items 
and whether this system is compatible with other entities within the government sector and 
or other industries and the private sector. It must state that each group of “the same” inventory 
items must be assigned a unique code.
 
ACTIVITY 7.6.1: 
Explain how your inventory items are coded. Is it a standard system? What technology 
do you use if any to code inventory items? Discuss the similarities and differences 
between coding systems across entities.
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7.7 Resource planning systems
The policy will state the systems in place (whether computerised, manual or a combination) 
for demand forecasting and material requirements planning. It must assign responsibilities 
to	 officials	 for	 ensuring	 that	 the	 appropriate	 demand	 forecasting	 and	material	 requirements	
planning	is	carried	out	and	the	information	is	communicated	to	the	Chief	Finance	Officer	and	
inventory managers as appropriate.

For example, at the very least, department or division detailed operational plans should contain 
the necessary detail for material requirements planning.

ACTIVITY 7.7.1:
What resource planning systems you have in place in your entity. Are they 
comprehensively documented? Do they provide for inventory requirements? Discuss 
the similarities and differences between entities.

7.8 Approaches for inventory control
The policy will state for each warehouse, stockroom or other operation how it will be determined 
for inventory items to be treated differently in terms of inventory control.

For example, for the main warehouse, items will first be classified as either A, B or C items based 
on their annual Rand usage value. The top 80% of items by value will be classified as A items. The 
next 15% of items by value will be classified as B items and the remainder as C items. A further 
evaluation will be done to assess whether items in the B and C categories should be reassessed 
due to short shelf life, risk of stockout, and risk of theft.   

ACTIVITY 7.8.1: 
State the approaches for inventory control in place in your entity and whether  
they are comprehensively documented. Discuss the similarities and differences 
between entities.



European Union

Inventory Management Guide

87

7.9 Stock levels
The policy will state the approach to stock levels for the different categories identified under the 
policy for inventory control above. 

It will contain the approach for determining and reviewing safety stock levels.

It will contain a provision for reviewing each warehouse and stockroom operation on an annual 
basis to evaluate all stock items as to whether they should continue to be held. This part of the 
policy will focus on determining whether items are obsolete or whether a Just in Time approach 
can be adopted to deliver the materials or supplies direct to the job for immediate use.
 
ACTIVITY 7.9.1 
State the approaches for setting stock levels in your entity and whether they are 
comprehensively documented. Do you have specialised forms or software used to 
calculate and record the setting of stock levels? Discuss the similarities and differences 
between entities.
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7.10 Reorder quantities and timing
This policy applies to stock items where it has been determined that they will continue to  
be held.

The policy will state the quantity and order point models to be used for groups of items. The 
policy	may	leave	the	determination	of	models	up	to	the	accounting	officer	or	delegate.

It must state that reorder quantities and the reorder point must be set for each group of “the 
same” items and recorded (whether on manual stock cards or a computerised system).

It must state the frequency at which the inventory manager must review reorder listings.

It must state that the following should be considered when determining reorder quantities 
and timing:
	 •	 frequency	of	use;
	 •	 delivery	lead	time;
	 •	 volume	discounts;	and	
	 •	 holding	costs.
 
ACTIVITY 7.10.1: 
State the approaches for setting reorder quantities and timing in your entity and 
whether they are comprehensively documented. Discuss the similarities and 
differences between entities.
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7.11 Stocktake requirements
The policy must provide for at least one stocktake per annum conducted by independent 
counters (staff not employed in the warehouse or stockroom being counted). Internal audit 
may require more frequent independent checks. Best practice is for external audit to be present 
for some of the annual count and to verify the independence and methodology for the count 
and resulting adjustments. Presence of external audit should be agreed upon when agreeing 
the audit plan at the beginning of the year.

The policy must provide for a hybrid stocktake system which provides for different stocktake 
cycles depending on the grouping of stock items determined in the policy for inventory control. 
It must state the frequency and method of stocktake for each group.

This policy must take into account resources available to perform the stocktakes. Resources 
available refers to appropriately trained staff.
The policy must state that the general ledger and stores sub ledger must reconcile on completion 
of the stocktake adjustments.
 
Stocktake
When conducting stocktake, information about the stocktake must be recorded either 
manually or electronically. At least the following must be recorded:
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Stocktake	name	(e.g.	quarterly	count	of	A	items	for	quarter	ended	June	2009);
	 •	 Date	and	time	of	count;
	 •	 Authorisation	number	and	dated	signature	or	electronic	authorisation	of	counter;
	 •	 Authorisation	number	and	dated	signature	or	electronic	authorisation	of	supervisor;
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Quantity	on	hand	as	per	inventory	records	(manual	card	or	computerised	system);
	 •	 Quantity	on	hand	as	per	count	in	good	condition;
	 •	 Quantity	on	hand	as	per	count	in	poor	condition	(expired,	obsolete,	unserviceable	etc);		
	 •	 Variance	(adjustment	required	to	manual	or	computerised	records);
	 •	 Second	count	carried	out	(indicate	y/n);	and	
	 •	 Variance	reason
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Adjustments
Adjustments to manual or computerised stock records must be carried out by a separate 
person to the person doing the count and the following additional information must be 
recorded for each adjustment:
	 •	 Date	and	time	of	adjustment;
	 •	 Authorisation	number	and	signature	or	electronic	authorisation	of	adjuster;
	 •	 Adjustment;
	 •	 Reason	for	adjustment;	and
	 •	 Action	required	to	follow	up	discrepancy.

ACTIVITY 7.11.1:
Describe how stocktake is undertaken in your entity including: whether it is a hybrid 
system; frequency of stocktake and how independent verification is carried out. 
Discuss the similarities and differences between entities.
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7.12 Physical protection of inventory
The policy must state mechanisms that will be put in place to eliminate theft, losses, wastage 
and misuse for each group of items in each warehouse, stockroom or other inventory operation.

It must cover at least the following:
	 •	 written	procedures	required	for	assigning	responsibility	of	items	to	officials;
	 •	 access	restricted	to	officials	with	assigned	responsibility;
	 •	 permanent	tags	must	be	placed	on	attractive	items	where	possible;
	 •	 frequency	of	independent	stocktake;
	 •	 monitoring	of	correct	storage	system	operation;
	 •	 procedures	for	disposal	of	damaged,	spoiled	and	obsolete	items;
	 •	 continuous	training	on	procedures	for	responsible	officials;	and
	 •	 steps	for	holding	responsible	officials	accountable	for	losses
 
ACTIVITY 7.12.1:
Describe how access is restricted to warehouses and storerooms in your entity. Is 
it difficult for non authorised people to gain access? Are processes in place to hold 
authorised staff accountable for losses? Discuss the similarities and differences 
between entities.

7.13 Warehouse and stockroom organisation

The policy must state that each warehouse, stockroom and other inventory operation should 
be reviewed at least annually and consider at least the following factors (replace warehouse 
with other inventory operation where applicable):
	 •	 warehouse	size	compared	to	space	required	for	efficient	warehouse	operation;
	 •	 warehouse	layout;
	 •	 storage	facilities	such	as	shelving	and	cabinets;
	 •	 plant	and	equipment	for	storing	and	retrieving	stock	items;	and	
	 •	 safety	requirements.
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7.14 Competencies and training requirements

The policy must set the competency and training requirements for all positions relating  
to warehouse, stockroom and other operations. It must take into consideration at least  
the following:
	 •	 inventory	control	procedures;
	 •	 change	control	procedures	for	new	items;
	 •	 recording	of	inventory	transactions;
	 •	 stocktake	methods;
	 •	 supplier	relationships	and	contract	management;
	 •	 provision	of	inventory	management	information;
	 •	 minimising	total	annual	inventory	costs	while	ensuring	uninterrupted	services;
	 •	 disposal	of	damaged,	spoiled	and	obsolete	items;
	 •	 reduction	of	losses;	and
	 •	 investigation	of	new	technologies	and	systems	for	storage,	equipment	and	
  computerised systems.

The policy must set out the skills requirements for all relevant positions and take into account 
at least the following:
	 •	 analytical,	attention	to	detail	and	commitment	to	accuracy
	 •	 results	orientated	and	commitment	to	continuously	improving
	 •	 knowledge	of	industry	supply	chain	aspects
	 •	 skills	in	customer	and	supplier	relations
 
ACTIVITY 7.14.1:
Are there position descriptions for all inventory staff? Are there procedure manuals 
which set out the responsibilities of each position? Are staff regularly trained according 
to the procedure manuals? Is there a documented training plan?
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7.15 Systems for recording inventory transactions
The policy must state that there must be systems in place (whether manual or computerised) for 
each warehouse, stockroom or other inventory operation to record orders, receipts, issues and 
returns. The policy will state what these systems are for each operation. Procedure manuals will 
be kept for each system.

Manual records may not be necessary where a computerised system has adequate provision 
for electronic signatures. For example, an order is completed on the computerised system and 
approved	by	an	authorised	official	by	way	of	password	protected	approval.	Receipt	of	the	item	
is completed on the computerised system by way of password protected approval. And so on.

Where	manual	records	are	kept,	signatures	of	authorised	officials	must	be	affixed	as	appropriate	
and multiple copies filed as necessary to provide source documentation in the various areas 
of the operation. Internal and external audit should be consulted on the appropriateness of 
documentation and internal controls.

The policy must state that no items may be ordered, received, issued, returned or disposed of 
in relation to the warehouse, stockroom or other operation without completion of necessary 
documentation as set out in the procedure manuals of the appropriate recording systems.

The	policy	must	 state	 that	 the	 accounting	 officer	 or	 accounting	 authority	must	 ensure	 that	
inventory recording systems are reconciled to the financial accounts at least at the end of 
each month. Where there are many transactions, it is recommended that reconciliations are 
performed daily. A discrepancy identified early will be much easier to remedy. In many cases it is 
possible for daily reconciliation reports to be automated.
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Stores register

Manual or computerised records for each item of inventory should include at least 
the following:
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Class	for	inventory	control	purposes	(A,B	or	C	or	some	other	classification	system)
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Authorised	person	responsible	for	item;
	 •	 Unit	of	issue;
	 •	 Consumption	history	for	each	financial	year	(quantity	and	value);
	 •	 Suppliers	(the	supplier/s	contracted	to	supply	the	item);
	 •	 Lead	time	days	(the	number	of	days	between	order	and	delivery);
	 •	 Lead	time	quantity	(the	units	that	will	be	issued	during	lead	time);
	 •	 Safety	stock	quantity;
	 •	 Minimum	stock	quantity;
	 •	 Maximum	stock	quantity;
	 •	 Reorder	point	quantity	(level	of	stock	which	when	reached	an	order	must	be	placed);
	 •	 Reorder	quantity	(the	quantity	of	stock	to	order	when	reorder	point	is	reached);
	 •	 Quantity	on	hand	as	per	inventory	records	(manual	card	or	computerised	system);
	 •	 Unit	price	of	quantity	on	hand	(FIFO	or	WAC).

Purchasing and receipt into store

Manual or computerised records for purchasing and receiving items should include at least 
the following:
	 •	 Order	date;
	 •	 Order	number;
	 •	 Supplier	code	and	name;
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Quantity	ordered;
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	ordering	officer;
	 •	 Delivery	date;
	 •	 Delivery	note	number;
	 •	 Quantity	delivered;
	 •	 Quantity	still	to	be	delivered;
	 •	 Notes	(any	comments	regarding	the	status	of	the	order);
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	receiving	officer;
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	binning	officer.
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Issues from store

Manual or computerised records for issues from store should include at least the following:
	 •	 Issue	date;
	 •	 Issue	number;
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Quantity	issued;
	 •	 Issued	to	code	(organisation,	project	or	job	code);
	 •	 Notes	(any	comments	regarding	the	issue);	
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	receiving	officer;
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	issuing	officer.
 
Returns to store

Manual or computerised records for returns to store should include at least the following:
	 •	 Return	date;
	 •	 Return	number;
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Quantity	returned;
	 •	 Returned	from	code	(organisation,	project	or	job	code);
	 •	 Notes	(any	comments	regarding	the	return);	
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	receiving	officer;
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	issuing	officer.
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Stores disposal

Manual or computerised records for disposals should include at least the following:
	 •	 Disposal	date;
	 •	 Disposal	number;
	 •	 Disposal	mode	(sale,	incineration,	etc)
	 •	 Inventory	operation	(name	of	warehouse,	stockroom	or	other);
	 •	 Item	code	(must	be	unique	for	“the	same”	items);
	 •	 Item	description	(will	be	linked	to	the	item	code);
	 •	 Item	location	(shelf,	bin,	etc);
	 •	 Quantity	disposed;
	 •	 Value	disposed;
	 •	 Disposal	cost	(cost	of	arranging	the	disposal);
	 •	 Disposal	revenues;
	 •	 Disposal	profit	/	loss;
	 •	 Disposal	reason	code	(obsolete,	expired,	slow	moving,	transfer	etc);
	 •	 Notes	(any	comments	regarding	the	disposal);	
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	disposal	officer;
	 •	 Authorisation	no.	and	dated	signature	or	electronic	authorisation	of	higher	authority.
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 7.16 Audit programmes for inventory
Policies must exist that state the internal and external audit programmes what will be  
undertaken. These may be part of the audit policies and simply be referred to in the inventory 
management policies.

Audit programmes should be set at least at the beginning of the year and cover the full  
year’s programme.

External audit must be consulted when determining the external audit programme.

7.17 Procedure manuals

The policy must state that procedures must be documented and such procedure manuals 
be maintained up to date for at least the following:
	 •	 demand	forecasting	and	resource	planning	for	stock	items;
	 •	 calculation	of	stock	levels,	safety	stock,	reorder	quantities	and	reorder	points;
	 •	 stocktake;
	 •	 restricted	access	areas;
	 •	 disposal	of	damaged,	spoiled	or	obsolete	items;	
	 •	 follow	up	on	losses	and	misuse	of	assets;
	 •	 safe	operation	of	storage	facilities,	plant	and	equipment;
	 •	 recording	of	orders,	receipts,	issues	and	returns;
	 •	 production	of	inventory	management	reports;	and
	 •	 reconciliation	of	inventory	records	with	financial	accounts.

Procedures must be specific for a particular function carried out by particular staff to facilitate 
accountability.

All	procedure	manuals	must	be	approved	by	the	accounting	officer	/	authority	or	delegate.

All procedure manuals must be reviewed at least annually to ensure they are up to date with 
policy requirements. 

Practice must not deviate from the approved procedure for any reason. If it is found that practice 
should be changed, it must first be approved in an updated procedure manual before actual 
practice is changed. Any departure from approved procedure must invoke disciplinary action 
including as appropriate such measures as retraining, formal warnings and dismissal. This 
requirement may seem quite strict. However, it is critical to ensure continuous improvement 
towards best practice in inventory management that all actions follow approved procedures 
and that procedures are formally updated when practice needs to be changed.



European Union

Inventory Management Guide

98

7.18 Performance evaluation
Performance evaluation can be seen from two perspectives, evaluation of the performance of 
the inventory operations and secondly, evaluation of suppliers.

7.18.1 Evaluation of inventory operations

As part of the annual review of inventory management policies, the performance of each 
warehouse, stockroom or other inventory operation must be reviewed. The internal audit 
function is ideally placed to conduct an independent review. Performance should be 
measured in terms of at least the following:
	 •	 efficiencies	achieved	in	reducing	total	annual	inventory	costs;	
	 •	 obsolete,	damaged	and	spoiled	items	or	otherwise	no	longer	required	to	be	held	in	store;
	 •	 stockouts	during	the	year,	especially	where	service	has	been	disrupted;
	 •	 direct	and	indirect	administrative	overheads	applicable	to	the	store;
	 •	 stocktake	discrepancies;
	 •	 breaches	of	restricted	areas;
	 •	 losses	incurred	and	efforts	to	recover	losses;
	 •	 safety	breaches;
	 •	 	Accuracy	 and	 timeliness	 in	 recording	 and	 filing	 documentation	 for	 orders,	 receipts,	

issues,	returns	and	disposals;
	 •	 correct	operation	of	computerised	systems	(is	the	software	doing	what	it	is	supposed	 
	 	 to	do?);
	 •	 accuracy	and	timeliness	of	inventory	management	reports;	
	 •	 compliance	with	procedures;	and
	 •	 retraining	and	/	or	removal	of	staff	due	to	procedural	breaches.		

7.18.2 Evaluation of suppliers 

At the same time, supplier performance must also be reviewed in terms of at least the 
following:
	 •	 timeliness	-	lead	time	achieved	v	stated	lead	time	in	contracts;	and
	 •	 accuracy	-	quantity	and	quality	delivered	matching	quantity	and	quality	ordered.

A	 strong	 focus	on	 this	 area	 can	 lead	 to	 significant	 improvements	 in	efficiencies	 in	 inventory	
management. It is widely recognised that supplier agreements should specifically state the level 
of timeliness and accuracy which must be sustained in order for the contractual relationship 
to continue. Some entities state that they will only accept a delivery that matches the order 
exactly. That is, they will refuse a part delivery. This may not be practical in every case but is worth 
considering as it simplifies the tasks of tracking receipts into store and paying accounts.  
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7.19 Exercises

Exercise 7.1 what is meant by “the scope of inventory management”?

Exercise 7.2  why would an entity adopt an inventory control approach such as 
Abc Inventory control?

Exercise 7.3 what is meant by a hybrid stocktake system?
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Exercise 7.4  Explain why holding authorised staff accountable for stock losses 
is a powerful tool for protecting stock. what must be done first 
before staff can be held accountable for losses?

Exercise 7.5  why is it important to evaluate inventory operations? why is it 
important to evaluate suppliers?

7.20 Learning checklist

Successfully completing and understanding the chapter will ensure that you can:
•	 Evaluate	inventory	management	policies	and	procedures.
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INVENTORY MANAGEMENT CHECKLIST

This self assessment checklist is designed to assist national and provincial departments to 
assess their current status in inventory management against the requirements of the Inventory 
Management Framework. Departments will be able to use the results to determine focus areas 
for further improvement. The results will periodically be returned to the OAG for assessment of 
progress and to assist in formulating targeted support. 

INSTRUCTIONS FOR COMPLETION:
Complete the questions and attach the required supporting documentation. 
Answers to the questions and the supporting documentation will provide a 
basis for making a self assessment regarding which areas need improving. 
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   1.  Describe the most pressing issues regarding inventory management in your 
organisation. As many issues as necessary may be documented here.

  2.  List each inventory operation and provide details in the table. Ensure that you 
include all inventory operations including such things as: materials stored at 
the job site; fuel tanks on farms; computers held in stock prior to distribution 
to schools; and harvested agricultural product stored before distribution. (Add 
rows as necessary)

Location Description of
type of operation

Rand value at
31/3/08

Rand value of 
annual receipts

Rand value of 
annual net issues

Rand value
of losses

e.g City Warehouse
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 3.  Answer Yes or No as indicated and attach the relevant policies. Compare 
actual policies with the requirements set out in Chapter 7 of the IMG. 
Identify gaps, create an action list to amend existing policies and or write 
new policies, and implement action list.

  Does an organisation policy cover the following:

a.

•	 A	list	of	all	inventory	operations
 o All warehouse and stockrooms
 o  Each case where materials are delivered direct to job site and not  

used immediately

[y/n]
[y/n]
[y/n]

b.
•	 Measurement	of	inventory	for	financial	reporting
	 o	 	States	 how	 inventory	 will	 be	 measured	 in	 the	 annual	 financial	

statements

[y/n]
[y/n]

c.
•	 Inventory	coding	system
 o States that each group of “the same” items must have a unique code

[y/n]
[y/n]

d.

•	 Resource	planning	systems
 o Assigns responsibilities to officials for each system 
 o  States the systems in place for demand forecasting and material 

requirements planning

[y/n]
[y/n]
[y/n]

e.
•	 Approaches	for	inventory	control
 o States the inventory control approach for each inventory operation

[y/n]
[y/n]

f.

•	 Stock	levels
 o States the approach for determining safety stock levels
 o States approach for reviewing if stock should continue to be held
 o  States the approach for determining stock levels for each different 

category of stock in terms of the inventory control approaches listed 
in e above.

[y/n]
[y/n]
[y/n]
[y/n]

g.
•	 Reorder	quantities	and	timing
 o States the frequency for review of the reorder listings 
 o States the quantity and order point models to be used groups of items

[y/n]
[y/n]
[y/n]

h.

•	 Stocktake	requirements
 o States the role of internal and external audit
 o Provides for a hybrid stocktake system 
 o States general ledger and stores ledger reconciled after stocktake 
 o  Lists each stocktake that must be performed per group of items and 

for the whole store (yearly, quarterly, monthly, cycle counting)

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
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i.

•	 Physical	protection	of	inventory
 o Written procedures for assigning responsibility of items to officials
 o Access restricted to officials with assigned responsibility
 o Permanent tags placed on attractive items
 o Frequency of independent stocktake
 o Monitoring of correct operation of storage system
 o Procedures for disposal of damaged, spoiled and obsolete items
 o Continuous training on procedures for responsible officials
 o Steps for holding responsible officials accountable for losses
 o  States the mechanisms in place to eliminate to eliminate theft, losses, 

wastage and misuse for each group of items.

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]

j.

•	 Warehouse	and	stockroom	organisation
 o Each inventory operation must be reviewed at least annually
 o Warehouse size compared to space required for efficient operation
 o Warehouse layout
 o Storage facilities such as shelving and cabinets
 o Plant and equipment for storing and retrieving stock items
 o Safety requirements

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]

k.
•	 Competencies	and	training	requirements
 o Sets out skills requirements for all inventory management positions

[y/n]
[y/n]

l.

•	 Systems	for	recording	inventory	transactions
 o Lists systems in place for each inventory operation
 o States whether manual or computerised systems are used
 o No items transacted without proper documentation
 o  Accounting officer, authority or delegate to ensure inventory recording 

systems	are	reconciled	to	financial	accounts	at	least	monthly

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
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m.

•	 Procedure	manuals
 o Demand forecasting and resource planning
 o Stock levels, safety stock, reorder quantities and reorder points
 o Stocktake
	 o	 Restricted	access	areas
 o Disposal of damaged, spoiled or obsolete items
 o Follow up on losses and misuse of items
 o Safe operation of storage facilities, plant and equipment
	 o	 Recoding	of	orders,	receipts,	issues	and	returns
 o Production of inventory management reports
	 o	 Reconciliation	of	inventory	records	with	financial	accounts
 o Procedures identify staff positions responsible
 o Procedures manuals approved by accounting officer / delegate
 o Procedure manuals reviewed at least annually
 o Practice does not deviate from documented procedure

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]

n.

•	 Performance	evaluation	–	inventory	operations
 o Evaluation undertaken at least annually
 o Efficiencies achieved in reducing annual inventory costs
	 o	 Identification	of	obsolete	items
 o Stockouts where service has been disrupted
 o Stocktake discrepancies
 o Breaches of restricted areas
 o Losses incurred and resulting action taken
 o Safety breaches
 o Transaction recording accuracy and timeliness
 o Correct operation of systems
 o Accuracy and timeliness of inventory management reports
 o Compliance with procedures
	 o	 Retraining	and	/	or	removal	of	staff	due	to	procedural	breaches

[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]
[y/n]

o.
•	 Performance	evaluation	–	suppliers
 o Lead time achieved v contracted lead times
 o Quantity and quality delivered matches ordered

[y/n]
[y/n]
[y/n]
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•An asset is :
•    a resource;
•    controlled by the entity;
•    as a result of a past event;
•    probable that economic 
     benefits or service potential 
     will flow to the entity.

Expense the 
transaction

NO

YES

Is the asset a 
monetary or 

non-monetary 
asset?

 Non-Monetary 
asset

Is the asset tangible or
intangible? (i.e. does it have 

physical substance)

Monetary 
asset

Is there a 
contractual

arrangement
between the 
two parties?

Does the contract 
give rise to a 

financial asset in 
one entity and a 

financial liability or 
equity instrument 

of another? 

YES

Treat as a Financial 
Instrument in 

accordance with the 
relevant Financial 

Instrument Standards

YES

•    Is there a binding 
     arrangement between 
     the parties? 
     and 
•    Is the timing and    
     amount of the 
     instrument certain?

NO

NO

Intangible 
(asset without physical substance)Tangible 

asset

Is the asset a living 
animal or plant or 

agricultural produce at 
the point of harvest? 

Is the asset an identifiable 
asset i.e.:
•    It is capable of being  
     separated or divided 
     from the entity and sold, 
     transferred, licensed, 
     rented or exchanged?
•    Arises from contractual 
     or legal rights (excluding  
     rights granted by statute), 
     regardless of whether 
     rights are transferable or 
     separable from the entity?

•    Does the asset form 
     part of an agricultural    
     activity undertaken by  
     the entity? i.e. does the
     entity manage the 
     biological transformation  
     of biological assets for 
     sale, into agricultural 
     produce or additional  
     biological assets?
•    Is the asset agricultural 
     produce at the point 
     of harvest?

YES

Treat as an intangible 
asset in accordance 

with GRAP 102

Treat as biological 
assets or agricultural 
produce at the point 

of harvest in 
accordance with 

GRAP 101

YESYES

Does the 
transaction 

meet the asset 
definition?

Consider using 
relevant standards on 
Financial Instruments 

to develop appropriate 
accounting policies

Is the asset:
•    Minerals or supplies (either to be 
     used in the production process or 
     distributed in rendering of 
     services); or
•    Held for sale in distribution in the 
     ordinary course of operations; or 
•    In the process of being produced; 
     or 
•    Agricultural produce after harvest; 
     and 
•    Will be used, consumed, 
     distributed or sold within 12 
     months of reporting date? 

Is the asset:
•    Used by the entity over more than one reporting 
     period; and 
•    Used by the entity for the production or supply 
     of goods and services, for rental to others or for 
     administrative purposes; or 
•    Investment property in the process of being
     constructed?

Is the asset:
•    Land and/or buildings or part of a building;
•    Not occupied by the owner of the building; and 
•    Held for capital appreciation or rental to others 
     (or both)? 

Land and buildings

Biological and 
other assets

Treat as inventory 
in accordance with 

GRAP 12

Treat as property, 
plant and equipment 

in accordance with 
GRAP 17

Treat as investment 
property in accordance 

with GRAP 16

Does the asset:
•    Meet the definition of an asset in the GRAP 
     Framework;
•    Is it probable that economic benefits or service 
     potential will flow to the entity; and 
•    Can the entity make a reliable measurement of 
     the asset? 

Consider if the asset meets the 
definition of another element 

of the GRAP Framework e.g. an 
expense.

Treat as an asset in 
accordance with the 

GRAP Framework

NO

YES

YES

NO

YES

NO

YES

YES

NO

NO

NO

NO

NO






