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Importance of inventories
Inventories of goods held for sale is a major part of the total assets of merchandising and manufacturing enterprises.
While merchandising units hold inventory of goods for sale only, manufacturing companies hold inventories of raw

material, work in process beside finished goods inventory.
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In addition, inventory determination plays an important role in matching expired costs with revenues of the period. An
error in the ending inventory of one period will automatically cause an equal error in the beginning inventory of the next

period. Such errors are said to be self-correcting or counterbalancing over a two-year period.

S>9>90 > ol &by .S wWS\o k.S)lJ 0)9> §L®M|)> 9 0 swadio Sa U D kg.uUm 0D (S\Opo Y Lp)pgb A ‘Ui).g 09\Lc
395 @ 395 | (sildlunil iz 390 (s aw 093 Slawl Sag=ge > wline bl el slul cucl 95 @ 395 0,95 b (il
.Lu9§ aAlw 95 0,95 &bl A=y o ajlgo b oaigw Mol

Accounting for Inventories
Accounting for merchandise inventory involves three tasks: 1) calculating the cost of units purchased 2) determining the

number of units on hand, and 3) allocating costs between units on hand and units sold.
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Cost of Units Purchased

The cost of units purchased usually includes three items: 1) the list price of the goods; 2) less any trade, quantity, and
cash discounts; and 3) plus the cost of freight-in. Purchases may be recorded using the gross method or the net method.
The cost of units returned is not considered as part of the purchase cost. When goods are purchased as a basket, the

total price paid for goods is allocated to items in the basket purchased to find the cost of each item.
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Number of Units on Hand

To determine the physical units on hand, they must be counted physically and care must be given to goods in transit and
consignment arrangements. Units purchased FOB shipping point must be included in ending inventory even though not
yet received. Goods purchased FOB destination are included only after they have been received. Goods in on consignment
are excluded from ending inventory because they are the legal property of another company, the consignor. Goods out
on consignment must be included in ending inventory because they belong to the firm even though they are not

physically present.
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Assigning Costs to Units Sold

There are four generally accepted methods of assigning costs to the units on hand and units sold: I) first-in, first-out; 2)
last-in, first-out; 3) weighted average; and 4) specific identification. The FIFO method assumes that goods are used in
the order in which they are purchased. While LIFO first matches the cost of the last goods purchased against revenue.
The average cost method (or moving average method in perpetual system) prices items in the inventory on the basis of
the average cost of all similar goods available for sale during the period. Each of these three methods is based on a
specific assumption about the flow of costs of merchandise through an enterprise. The fourth method, however, is in
accord with the actual flow of goods through the enterprise and calls for identifying each item sold and each item in the

inventory. Under identical conditions, each method will yield a different gross profit.
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Inventory Systems
Any of the four methods may be applied in a perpetual or a periodic inventory system. In a perpetual system, the cost
and the number of units on hand are known at all times. In a periodic system, however, the ending inventory is
determined only at the end of each period.
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Other Valuation Basis

If the market price of an item in the inventory is declined below its cost, the lower of cost or market rule (LCM) is used to
value the inventory for financial reporting purposes. In using LCM, the replacement cost of inventories is compared with
their original cost and the lower is used to value the inventories whenever the replacement cost of inventories is between
upper and lower boundaries. Otherwise, ceiling (roof) or floor is compared with the original cost and again the lower is
used to value the inventories. The LCM may be applied to each item in the inventory, to major classes or categories, or to

the inventory as a whole.
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Methods of Inventory Estimation

When taking a physical inventory or maintaining perpetual inventory records is impractical or impossible, two methods of
estimating inventories may be used: 1) the retail method, and 2) the gross profit method. The former is based on the
ratio of the cost of goods available for sale and the retail price of the same goods whereas the later is based on the

historical relationship of the gross profit to the dollar amount of sales.
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