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—Ask Alan

by Alan Friedman

Addressing Inventory Quirks

Q: Alan, I have a two-part question.
We are sold on GMROI (Gross
Margin Return on Investment—see
Ask Alan, August 2003) but don’t
know how to apply it to inventory
that can be rented as well as sold.
With this inventory, we don’t know
if it’s going to be bought, rented or
leased. Further complicating mat
ters, items on lease contracts may be
returned at any time.

Second, in addition to annually,
can GMROI be calculated on a daily,
weekly, monthly and quarterly basis?

—Ken Foote, Buckley’s Music
Halifax, Nova Scotia

A: Ken, first let me acknowledge
your keen business sense for recog-
nizing the importance of using the
GMROI calculation as an analytical
tool. Your confusion about the use of
GMROI for inventory that “isn’t nec-

essarily sold” is understandable. And
let me emphasize the importance of
flying me on your Lear jet up to
Nova Scotia to see a total eclipse of
the sun—sorry, for a moment I
thought I was Carly Simon.I can be
SO vain.

Like many music retailers, you
not only sell instruments and relat-
ed products, you also “rent” certain
types of inventory (like weekend
rentals of PA systems) and you
“lease” other types of inventory (like
band instruments).And you let your
customers either buy or return
those leased instruments at any
time. And, yes, you have no clue
whether your customers will buy,
rent or lease this inventory when it
is delivered to your store.

Your question about how to cal-
culate GMROI considering these
variables is an excellent one. The

answer is that if you make certain
reasonable assumptions, you can
measure the effectiveness of your
inventory and whether you are
achieving profitability with “for
sale“for rent” and “for lease” inven-
tory. Let’s discuss.

First, let's once again define
GMROI. GMROI stands for “Gross
Margin Return on Investment” and
measures the financial return on a
retailer’s investment in inventory. It
is calculated by dividing the “dollar
amount of average inventory” car-
ried during a period of time into the
“gross profit doliars” achieved dur-
ing that same time period.

In my opinion, every music retail-
er should strive to achieve $1.50 (or
better) for every $1.00 of inventory
carried during the course of one
year.Achieving this will automatical-
ly improve cash flow through
increased sales profitability, less dol-
lars tied up in idle inventory—or a
combination of the two.

Because school music dealers,
for example, have no clue whether
their justreceived product ship-
ment will be sold or rented, I sug-
gest moving all band and orchestra
product out of “inventory” and into
a fixed-asset category called “rental
instrument pool” as soon as it
arrives. Why? For four very impor-
tant reasons:

1. The “intention” is to rent it;

2. The inventory should be clas-
sified as a long-term asset to attract
long-term financing;

3. You can immediately start
depreciating these inventory assets
and realize tax savings;

4. You can now separately and
effectively measure the profitabili-
ty of inventory rented and invento-
ry sold.

Let me elaborate on these four
very important reasons.

Even though you don’t know if
you're going to sell, rent or lease
this product, you probably have a
pretty good idea of your intentions

musicinc december 2003



or what historically happens. If
most band instruments are going to
be “leased,” then put them into the
rental pool. If most guitars, amps,
keyboards, drums and print music
are sold, keep them in inventory. If
sound reinforcement products are
both sold and rented, keep them in
inventory until the day they are
rented—then switch them to the
rental pool and depreciate them
accordingly.

The reason to classify rented and
leased inventory as a long-term asset
is to let the reader of your financial
statements (i.e. your banker) know
the income generated by this prod-
uct is earned over a longer period of
time than if it was sold. Accordingly,
you need an extended period of
time (i.e. three years) to pay for that
product—hence the need for long-
term bank financing.

The way to measure the prof-
itability of your rental activity is to
record gross rental income earned
less the cost of renting those assets;
that cost is recorded in the form of
depreciation. By doing so, you can
now measure the “profitability” of
your rental assets (rental income
less depreciation) and the “return”
on your rental investment (gross
rental income divided by the total
cost dollars invested in your rental
pool asset). We believe most retail-
ers will achieve $0.50 to $1.00 of
return annually (which translates to
a payback period of 12 to 24
months) on their rental assets.

Finally, you can now properly use
GMROI to analyze your “for sale”
inventory because all rental assets
have been removed. Your GMROI
calculations will now yield a more
accurate analysis of your overall
inventory management because it’s
no longer being distorted by rental
or leased assets (that will never be
sold) sitting in inventory..

Finally, you can, and should, calcu-
late your GMROI more often than
annually. I suggest doing it monthly,
after closing out your accounting
records for that month.

Ken, you may have to read this
article a couple times in order to
fully understand what I'm saying.
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Once you do, please call me and
explain so I too understand.

And in case you were wonder-
ing, the song “You're So Vain” was
written about me.

Ave financial questions keeping you
up at night? E-mail yours to askalan
@musicincmag.com. Please include
your full name and company.
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Alan Friedman, C.PA.,
provides accounting and
financial services to music
industry clients. He is a
frequent speaker at NAMM
University seminars, and
can be reached at 860-
521-3790 or via e-mail at
alan@ikco.com.

PEOPLE AND THINGS | CAN BELIEVEIN.

WE ALL HAVE PASSION,
OURS IS MAKING INSTRUMENTS
THAT LET YOU EXPRESS YOURS.

NEW FROM LATIN PERCUSSION

LP Giovanni Palladium Series Congas:
With retro looks and sounds heralding
back to the NYC 50's and 60's jazz era,
the Palladium series replicate the full
timbrel range of vintage drums, yet add
the assurance of modem strength and
roadworthiness.

LP Giovanni Compact Conga: Winner of
the 2003 Musikmesse International Press
Award for Most Innovative Percussion
Instrument, this conga is professional
enough for stage or studio, yet portable
and quiet enough for easy practicing
and performing where full-sized
congas are impractical.

LATIN
PERCUSSION INC.

The Heart of the Latin Beat for 40 Years

U= 5ec and hear these now models, and others, on cur websice.
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