Current Assets

Inventory
Part 4
Your goals for this “Inventory” chapter are to learn about:
x
x
x
x
x
x
x

The correct components to include in inventory.
Inventory costing methods, including specific identification, FIFO, LIFO, and weightedaverage techniques.
The perpetual system for valuing inventory.
Lower-of-cost-or-market inventory valuation adjustments.
Two inventory estimation techniques: the gross profit and retail methods.
Inventory management and monitoring methods, including the inventory turnover ratio.
The impact of inventory errors.
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15. The Components of Inventory
<RXKDYHDOUHDG\VHHQWKDWLQYHQWRU\IRUDPHUFKDQGLVLQJEXVLQHVVFRQVLVWVRIWKHJRRGVDYDLODEOH
IRUUHVDOHWRFXVWRPHUV+RZHYHUUHWDLOHUVDUHQRWWKHRQO\EXVLQHVVHVWKDWPDLQWDLQLQYHQWRU\
0DQXIDFWXUHUVDOVRKDYHLQYHQWRULHVUHODWHGWRWKHJRRGVWKH\SURGXFH*RRGVFRPSOHWHGDQG
DZDLWLQJVDOHDUHWHUPHG³ILQLVKHGJRRGV´LQYHQWRU\$PDQXIDFWXUHUPD\DOVRKDYH³ZRUNLQ
SURFHVV´LQYHQWRU\FRQVLVWLQJRIJRRGVEHLQJPDQXIDFWXUHGEXWQRW\HWFRPSOHWHG$QGDWKLUG
FDWHJRU\RILQYHQWRU\LV³UDZPDWHULDO´FRQVLVWLQJRIJRRGVWREHXVHGLQWKHPDQXIDFWXUHRI
SURGXFWV,QYHQWRULHVDUHW\SLFDOO\FODVVLILHGDVFXUUHQWDVVHWVRQWKHEDODQFHVKHHW$VXEVWDQWLDO
SRUWLRQRIWKHPDQDJHULDODFFRXQWLQJFKDSWHUVRIWKLVERRNGHDOZLWKLVVXHVUHODWLQJWRDFFRXQWLQJ
IRUFRVWVRIPDQXIDFWXUHGLQYHQWRU\)RUQRZZHZLOOIRFXVRQJHQHUDOSULQFLSOHVRILQYHQWRU\
DFFRXQWLQJWKDWDUHDSSOLFDEOHWRPRVWDOOHQWHUSULVHV


15.1 Determining Which Goods to Include in Inventory
5HFDOOIURPWKHPHUFKDQGLVLQJFKDSWHUWKHGLVFXVVLRQRIIUHLJKWFKDUJHV,QWKDWFKDSWHU)2%
WHUPVZHUHLQWURGXFHGDQGWKHIRFXVZDVRQZKLFKSDUW\ZRXOGEHDUWKHFRVWRIIUHLJKW%XW)2%
WHUPVDOVRGHWHUPLQHZKHQJRRGVDUH RUDUHQRW LQFOXGHGLQLQYHQWRU\7HFKQLFDOO\JRRGVLQ
WUDQVLWEHORQJWRWKHSDUW\KROGLQJOHJDORZQHUVKLS2ZQHUVKLSGHSHQGVRQWKH)2%WHUPV*RRGV
VROG)2%GHVWLQDWLRQGRQRWEHORQJWRWKHSXUFKDVHUXQWLOWKH\DUULYHDWWKHLUILQDOGHVWLQDWLRQ
*RRGVVROG)2%VKLSSLQJSRLQWEHFRPHSURSHUW\RIWKH
SXUFKDVHURQFHVKLSSHGE\WKHVHOOHU7KHUHIRUHZKHQ
GHWHUPLQLQJWKHDPRXQWRILQYHQWRU\RZQHGDW\HDUHQGJRRGV
LQWUDQVLWPXVWEHFRQVLGHUHGLQOLJKWRIWKH)2%WHUPV,QWKH
FDVHRI)2%VKLSSLQJSRLQWIRULQVWDQFHDEX\HUZRXOGQHHG
WRLQFOXGHDVLQYHQWRU\WKHJRRGVWKDWDUHEHLQJWUDQVSRUWHGEXW
QRW\HWUHFHLYHG7KHGLDJUDPDWULJKWLVPHDQWWRVKRZZKR
LQFOXGHVJRRGVLQWUDQVLWZLWKRZQHUVKLSVKLIWLQJDWWKH)2%
SRLQWQRWHGZLWKD³IODJ´

$QRWKHUSUREOHPDUHDSHUWDLQVWRJRRGVRQFRQVLJQPHQW
&RQVLJQHGJRRGVGHVFULEHSURGXFWVWKDWDUHLQWKHFXVWRG\
RIRQHSDUW\EXWEHORQJWRDQRWKHU7KXVWKHSDUW\KROGLQJ
SK\VLFDOSRVVHVVLRQLVQRWWKHOHJDORZQHU7KHSHUVRQ
ZLWKSK\VLFDOSRVVHVVLRQLVNQRZQDVWKHFRQVLJQHH7KH
FRQVLJQHHLVUHVSRQVLEOHIRUWDNLQJFDUHRIWKHJRRGVDQG
WU\LQJWRVHOOWKHPWRDQHQGFXVWRPHU,QHVVHQFHWKH
FRQVLJQHHLVDFWLQJDVDVDOHVDJHQW7KHFRQVLJQRULVWKH
SDUW\KROGLQJOHJDORZQHUVKLSWLWOHWRWKHFRQVLJQHGJRRGVLQLQYHQWRU\%HFDXVHFRQVLJQHGJRRGV
EHORQJWRWKHFRQVLJQRUWKH\VKRXOGEHLQFOXGHGLQWKHLQYHQWRU\RIWKHFRQVLJQRUQRWWKH
FRQVLJQHH

&RQVLJQPHQWVDULVHZKHQWKHRZQHUGHVLUHVWRSODFHLQYHQWRU\LQWKHKDQGVRIDVDOHVDJHQWEXWWKH
VDOHVDJHQWGRHVQRWZDQWWRSD\IRUWKRVHJRRGVXQOHVVWKHDJHQWLVDEOHWRVHOOWKHPWRDQHQG
FXVWRPHU)RUH[DPSOHDXWRSDUWPDQXIDFWXUHUVPD\SURGXFHPDQ\W\SHVRISDUWVWKDWDUHYHU\
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specialized and expensive, such as braking systems. A retail auto parts store may not be able to
afford to stock every variety. In addition, there is the real risk of ending up with numerous obsolete
units. But, the manufacturer desperately needs these units in the retail channel -- when brakes fail,
customers will go to the source that can provide an immediate solution. As a result, the
manufacturer may consign the units to auto parts retailers.
Conceptually, it is fairly simple to understand the accounting for consigned goods. Practically, they
pose a recordkeeping challenge. When examining a company’s inventory on hand, special care must
be taken to identify both goods consigned out to others (which are to be included in inventory) and
goods consigned in (which are not to be included in inventory). Obviously, if the consignee does
sell the consigned goods to an end user, the consignee would keep a portion of the sales price, and
remit the balance to the consignor. All of this activity requires a good accounting system to be able
to identify which units are consigned, track their movement, and know when they are actually sold
or returned.
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