
543 Chapter 15    Inventory Management

Inventory Classification: The ABC Method
Many companies, especially manufacturers, carry thousands of individual items in inventory—items that 
need to be classified based on their importance to the firm’s operations. The ABC classification method, 
widely used for this purpose, classifies items into A, B, and C categories according to criteria such as their 
unit costs, value, or the annual revenue they generate for a firm. For example, if the unit cost is the cri-
terion, a department store such as Macy’s (Macy’s, Inc., Cincinnati, OH) would classify expensive items 
such as designer clothes and expensive jewelry as A items, vacuum cleaners and dress shoes as B items, 
and kitchen equipment such as bowls and gadgets and women’s accessories as C items. Note that in an 
ABC classification, an item having low value but high sales volume can also be categorized as an A item.

If annual revenue is the criterion, a firm would do the following to classify its inventory:

1.	 Calculate the year’s sales revenue for each item (units sold × cost per unit).
2.	 Rank the items in descending order based on revenue.
3.	 Calculate the revenue generated by each item as a percentage of the firm’s total annual revenue, 

and compute the cumulative percentage of the revenue generated.
4.	 Place the items that generate approximately 80% of the firm’s cumulative annual revenue in the 

A category.
5.	 Place the items that generate approximately 15% of the firm’s cumulative annual revenue in the 

B category.
6.	 Place the items that generate approximately the remaining 5% of the firm’s cumulative annual 

revenue in the C category.

To classify a firm’s MRO inventory, the value of the items—what they cost and how many of them 
are used annually—can be used to categorize them. The ABC classification method also serves as a 
guide to the cycle counting procedure we discussed earlier. For example, a firm is likely to cycle count 
A items more frequently than B items, and B items more frequently C items.

EXAMPLE 15.1: Using the ABC classification method, categorize the inventory items in Table 15.1.

TABLE 15.1: Example of Inventory Items for ABC Classification

ITEM ANNUAL SALES (IN UNITS) UNIT COST (IN U.S. DOLLARS)

  1 6,000 1.4

  2 2,500 8

  3 12,000 20

  4 7,000 3

  5 8,000 0.7

  6 10,000 14

  7 4,000 0.7

  8 5,500 1.3

  9 8,000 4

10 4,000 2.5
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SOLUTION 
Using the six steps, you would calculate the annual sales value in dollars for each item. In the follow-
ing Microsoft Excel Microsoft Corporation (Redmond, WA) spreadsheet, column D shows the annual 
sales value in dollars for each item as well as the firm’s total annual sales value in U.S. dollars for all 
items. The firm’s total annual sales in dollars is then employed to figure out the percentage that each 
item contributes to the total (see column E). Using these percentages of sales in dollars for each item, 
cumulative percentages are calculated (see column F). Based on these cumulative percentages, the 
items are then categorized as A, B, or C items (shown in column G).

The solution to this example can be found in an Excel spreadsheet shown in Screenshot 15.1.
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