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Understanding The Concept :
INVENTORY TURNOVER RATIO
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Understanding Inventory
Turnover Ratio

The Inventory Turnover Ratio is a key metric
used to measure how efficiently a company
manages its inventory. It indicates how many
times a company sells and replaces its inventory
over a certain period, usually a year.

—>

Think of it like running a small business: You have
products (inventory) on your shelves. The faster
you sell and restock them, the better you’re
managing your resources. A good turnover ratio
suggests you’re not holding too much inventory

(avoiding waste or storage costs) and that your
sales are strong.
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How to CGalculate Inventory
Turnover Ratio

The formula is straightforward:

Cost of Goods Sold (COGS)

Inventory Turnover Ratio =
y Average Inventory

Breaking It Down: E

e COGS (Cost of Goods Sold): This is the total
cost of producing the goods you sold during
a period (not the sales price).

e Average Inventory: It’s the average value of
your inventory during the period, calculated
as:
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Beginning Inventory + Ending Inventory
2

Average Inventory =

Example to Understand

Imagine a sneaker shop:

e COGS for the year: 300,000
e Beginning Inventory: ¥50,000
e Ending Inventory: ¥70,000 -

Calculate Average Inventory:

%50, 000 + 70,000

Average Inventory =

5 = 60, 000

Calculate Inventory Turnover Ratio:

300,000

Inventory Turnover Ratio= ————— =5

60, 000

This means the shop sold and replaced its
inventory 5 times during the year.
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Why is It Important?

e Efficiency Check: A high ratio means the
company sells inventory quickly, signaling
strong sales or efficient stock management. A
low ratio might indicate overstocking or slow
sales.

e Cash Flow Insight: Faster turnover means less
money tied up in unsold inventory, freeing cash
for other uses like marketing or expansion.

e Competitive Advantage: High turnover can ?
suggest a company has high-demand products
or efficient logistics, which are attractive to
investors.

e Avoiding Losses: For products with a short shelf
life (like food, fashion, or tech), high turnover
minimizes the risk of unsold or obsolete
inventory.
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Conclusion :

If you’re interested in finance or business,
understanding inventory turnover gives
you a window into how companies run.
Whether you're analyzing a retail giant like
Nike or a local store, this metric shows how
well the company converts inventory into
cash—a critical factor for profitability. Plus,
learning this now sets you up for a strong
foundation in financial analysis.
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