AMPLIFA PROCUREMENT GLOSSARY

Inventory Variance: Causes, Valuation and
Prevention in Industrial Procurement

The inventory variance describes the deviation between the recorded book stock and the physically
counted actual stock of a warehouse item. It is a key indicator of the data quality of stock
management and has a direct impact on material availability, capital tied up and valuation in the
annual financial statements. For buyers and supply chain managers it is an early warning signal of
process weaknesses in goods receipt, storage and consumption recording.

Key facts

* The inventory variance is the quantity or value deviation between book stock and the physically
counted stock.

« Commonly tolerated variance thresholds in practice are typically under 1 to 2 % of the stock value.

» Causes range from recording errors, shrinkage and theft to faulty goods receipt and picking
processes.

* The variance is measured in quantity terms (number of stock positions) and value terms (write-down
or write-up).

» Perpetual inventory and cycle counting reduce the effort and increase the informative value
compared with one-off annual stocktaking.

» High variance rates burden planning and production through shortages and distort the ABC analysis.

Definition: inventory variance

The inventory variance is the difference between the expected stock according to stock management
(book stock) and the actual stock determined by counting. It can be reported in quantity terms (units,
kilograms or metres) and in value terms (euros).

Distinction from stocktaking and stock correction

Stocktaking is the process of determining stock, the inventory variance is its result and the stock
correction is the subsequent adjustment in accounting. Only a documented root cause analysis turns a
number into a usable control indicator.

Quantity versus value variance

In practice, the two perspectives are considered separately: the quantity variance (number of deviating
line items) reveals process weaknesses, while the value variance shows the financial relevance. A few
expensive special components can weigh more heavily in value terms than hundreds of small parts.

Causes: where inventory variances typically originate

Inventory variances rarely arise by chance, but almost always through systematic process gaps. A
structured root cause analysis after every stocktaking run is therefore standard practice in good
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warehouse and procurement organisation.

Recording and process errors

Errors in goods receipt, swapped item numbers, incorrect units of measure or incomplete postings of
consumption and returns are the most common sources. Unclear process organisation between
warehouse, production and procurement — for example direct consumption without posting — also
creates systematic deviations.

Physical losses

Shrinkage (e.g. with powders, oils or rubber parts), damage, spoilage and theft lead to genuine stock
reductions. With fast-moving small parts, minor losses are almost unavoidable; they should be
accounted for in tolerance values.

Master data and system problems

Incorrect base units, duplicate item master records or incomplete batch maintenance cause apparent
variances that are actually data quality problems. A regular data quality report on item data prevents
this.

Methods: stocktaking procedures and approach

The choice of stocktaking method determines the informative value and the effort. Legal requirements
for stocktaking apply depending on the jurisdiction; in individual cases the accounting practice should be
agreed with tax advisors or auditors.

Annual stocktaking versus cycle counting

The one-off physical annual stocktaking provides a point-in-time target value but ties up resources and
does not allow continuous error correction. Cycle counts continuously count selected items by priority —
often derived from the ABC analysis — and uncover sources of error significantly earlier.

Perpetual inventory and sample stocktaking

With perpetual inventory, every goods receipt or issue transaction is used for stock reconciliation. The
permitted sample stocktaking reduces the counting effort to statistically validated subsets and is
widespread in practice for homogeneous item ranges; the specific legal requirements must be verified.

Counting process and responsibilities

Good practice includes prepared count lists, separate counting and checking personnel, double
recording for critical items and immediate recounting of deviating positions. Results are documented
with cause codes so that measures can be derived.

Key KPIs for controlling inventory variances

Inventory variances are controlled via a small number of robust KPIs that are regularly reported in
warehouse and procurement reporting.

Variance rate by quantity and value

The quantity variance rate (deviating line items relative to all counted line items) measures process
quality, while the value-based rate (valuation of variances relative to the stock value) measures the
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financial impact. Both figures should be evaluated on a trend basis and by warehouse area.

Cause distribution and correction rate

The breakdown of variances by cause code (recording, shrinkage, theft, master data) shows where
process improvement must start. The correction rate, i.e. the proportion of causes remedied per period,
makes the improvement progress measurable.

Link to planning KPIs

High variance rates distort stock data and thus planning, safety stocks and the ABC analysis. Variance
KPIs should therefore be considered together with shortage and inventory accuracy figures.

Risks and controls in procurement and the supply chain

For buyers, inventory variances have a double impact: they distort demand reports and jeopardise
delivery capability towards customers. Targeted controls minimise both risks.

Distorted planning data

Those planning on inaccurate stock levels order too much (capital tied up, obsolescence) or too little
(shortages, expedite costs). Regular reconciliations between stock management and order history as
well as clearly defined consumption postings in the production process are the most effective
countermeasures.

Security and compliance aspects

Stock losses through theft or unauthorised withdrawal particularly affect high-value components. Access
controls, batch traceability and documented withdrawal processes reduce the risk; for customs-relevant
and security-sensitive goods, additional requirements relating to AEO status must be observed.

Valuation and audit relevance

Significant inventory variances can have valuation effects in the annual financial statements and are
frequently subject to audits by auditors — for example as part of an ISO 9001 audit plan. Documented
root cause analyses and corrective actions following 8D containment logic demonstrate process control.

Current developments: digitalisation of inventory accuracy

Technological developments reduce the effort of continuous stock control and significantly improve data
quality. For technical procurement they enable more precise demand forecasts and leaner safety stocks.

Automatic identification and loT

Barcode and RFID capture, scan-supported picking and sensor-based stock monitoring reduce manual
recording errors. In practice, this noticeably lowers variance rates in fast-moving warehouse areas.

Integration of e-procurement and stock management

When e-procurement in procurement is directly connected to the ERP and stock management systems,
manual transfers — a classic source of variance — are eliminated. Consistent master data across the
entire process, from vendor master data creation to consumption posting, is a prerequisite.
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Cross-supplier transparency

Supply chain mapping and shared stock or consignment warehouse models shift responsibility along
the supply chain. Clear agreements on transfer of ownership, for example via defined Incoterms such as
CFR or CPT, and on counting responsibility in the consignment warehouse avoid delimitation variances.

Typical metrics

Inventory variance rate in value terms: < 1-2 %
Valued variances relative to the total stock value; a common target corridor in practice for well-controlled processes

Quantity variance rate (line items): <2-5%
Proportion of deviating count line items; measures process and recording quality

Inventory Record Accuracy: > 98 %
Proportion of stock positions matching exactly at cycle counts; typical target value in well-run warehouses

Recount rate: <10 %
Proportion of items requiring a control count; indicator of counter quality and counting process

Practical example

A medium-sized mechanical engineering company with around 25,000 stock items recorded a value
variance rate of over 3 % at the annual stocktaking. The root cause analysis showed that a large
proportion of the deviations resulted from uncounted direct consumption by production and incorrectly
posted goods receipts of sheet metal cuttings.

 Introduction of cycle counting based on ABC analysis: A items monthly, B items quarterly, C items
annually

« Mandatory scanning at goods receipt with unit-of-measure check against the item master
« Consumption postings directly at the production workstation via mobile devices

* Monthly data quality report on variance rates and cause codes as a standing agenda item with
procurement and the warehouse

Conclusion

The inventory variance is far more than an accounting side effect: it reflects the quality of processes,
master data and collaboration between procurement, warehouse and production. Companies that
systematically measure variances, analyse them by cause code and continuously monitor them through
cycle counting improve not only balance sheet quality but also delivery capability and capital efficiency.
Clear responsibilities, tolerated threshold values and consistent follow-up of measures are decisive.
Those who treat stock data as a strategic asset sustainably reduce shortages and planning costs.

Frequently asked questions

What exactly is an inventory variance?

An inventory variance is the deviation between the book stock recorded in stock management and the
physically counted actual stock. It is reported both in quantity and in value terms. It can be positive
(actual stock higher) or negative (actual stock lower).
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What level of inventory variance is normal or acceptable?

In practice, variance rates in value terms of under 1 to 2 % of the stock value are considered
manageable; in fast-moving small-parts warehouses somewhat more. The trend and a comprehensible
root cause matter more than the absolute value. Every variance should be documented and checked for
plausibility.

How is an inventory variance posted?

Negative variances are typically posted as stock reduction or expense, positive ones as a write-up or
income. For value variances, commercial law and tax valuation rules apply; how these are applied in
individual cases should be clarified with tax advisors or auditors.

What are the most common causes of inventory variances?

The most common causes are recording errors in goods receipt, uncounted consumption in production,
incorrect units of measure in the item master, as well as shrinkage and theft. Unclear process
organisation between warehouse and production also plays a major role. Coding the root cause at every
count makes the distribution visible.

How can inventory variances be reduced?

Effective measures include cycle counting based on ABC analysis, scan-supported goods receipt and
picking processes, clean item master data and documented consumption postings directly at the point
of origin. In addition, clear responsibilities and a regular report on variance rates and causes help.

What is the difference between inventory variance and shrinkage?

Shrinkage is one cause of inventory variance, namely the natural or technical stock loss through
evaporation, wear or abrasion. The inventory variance covers all causes of deviation, i.e. also recording
errors, theft and master data problems.
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