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CHAPTER 9

INVENTORIES: ADDITIONAL VALUATION ISSUES
Part 1:  Read Chapter 9, pages 449-476 and work BE 1, 2, 3, 5, 6, 7, 8, 10, and 11.

Part 2:  Work EX 1, 2, 3, 12, 17, 19, 20, and 23 - 27.

Other suggested problems: PR 5 and 8.

LOWER OF COST OR MARKET

Inventories are recorded at historical cost (FIFO, LIFO, average or specific identification).  When the future value (revenue-producing ability) is less than original cost, inventories are not reported at historical cost.

If inventory is damaged, it should be reported at net realizable value (NRV), which is the expected selling price minus any costs to sell the items.  If inventory has lost value in the normal course of business due to style changes, shift in demand, or regular shop-wear, it is reported at the lower of cost or market (LCM).

Market is typically defined as replacement cost but there are upper and lower limits (ceiling and floor) on using replacement cost as market value.

Net realizable value = selling price – estimated costs to complete and sell.  This is the ceiling.  If the replacement cost is greater than NRV, then NRV should be used as the market value.  This prevents the inventory from being reported at an amount greater than its net selling price (i.e., its future value).

NRV less a normal profit margin = NRV – (normal profit % * expected selling price).  This is the floor.  If the replacement cost is less than NRV – profit margin, we use the floor as market.  This prevents recognizing a higher than normal profit when the item is sold in a future period.

The designated market value is always the middle value of replacement cost, NRV and NRV less a normal profit margin.  The designated market value is the value that is compared to historical cost to determine what to report on the balance sheet (i.e., LCM).

The lower of cost or market rule may be applied

1. item-by-item (most conservative, required by tax law, most often used)

2. by category of inventory

3. to the inventory as a whole (least conservative)

Work BE 1 and 2

 TWO METHODS FOR RECORDING MARKET INSTEAD OF COST:

1. direct method – record ending inventory at market

	Periodic Inventory System
	Perpetual Inventory System 

	INVENTORY (market)             XX
	COGS (cost – market)               XX

	         COGS                                       XX
	        INVENTORY                           XX


2. indirect method – record ending inventory at cost and report loss due to market decline.

	Periodic and Perpetual Inventory Systems

	LOSS DUE TO MARKET DECLINE OF INVENTORY                            XX

	               ALLOWANCE TO REDUCE INVENTORY TO MARKET                  XX

	                       (cost – market)


The indirect method is preferred because it does not distort COGS.  It is also easier to apply under the perpetual inventory system. Work BE 3.

PURCHASE COMMITMENTS – When a formal, noncancelable purchase contract exists and the value of the inventory falls below the contract price, the company must record a LOSS and a LIABILITY related to the inventory.  Work BE 5 and 6.

To record loss:

UNREALIZED HOLDING GAIN OR LOSS 



XX


ESTIMATED LIABILITY ON PURCHASE COMMITMENTS

XX

To record later purchase:

PURCHASES (or INVENTORY)




XX

ESTIMATED LIABILITY ON PURCHASE COMMITMENTS
XX



CASH (or ACCOUNTS PAYABLE)




XX

GROSS PROFIT METHOD OF ESTIMATING ENDING INVENTORIES:

This method is used when

1. the company uses periodic inventory system and wants to prepare interim financial statements without counting inventory.

2. the company needs to estimate amount of inventory lost due to theft or major catastrophe.

There are several ways to apply the gross profit method:

1. See Illustration 9-13 page 461.

2. See Footnote 13 on page 461.

3. Use the following formula:

COGA – EI = COGS

Where COGA = BI + COMAcq

COGS = (1 – GP%) * Net Sales

NOTE: You must always use the gross profit as a % of selling price.  If given gross profit as a % of cost, convert as follows:



GP on selling price =              % markup on cost








100% + % markup on cost

Work BE 7.

RETAIL INVENTORY METHOD:
The retail inventory method is used by retailers with many different types of inventories on hand at the end of the year.  By using this method, the store does not have to determine the cost of each item on hand at the end of the year.

Additional records must be kept:

1. beginning inventory at retail (selling price)

2. purchases at retail

3. purchase returns at retail

4. additional markups or markup cancellations (markups are additional increases in prices after the inventory has been offered for sale)

5. markdowns and markdown cancellations (markdowns are decreases in price after the inventory has been offered for sale)

The retail method (without a physical count) is applied by

1. determining cost of goods available for sale at cost and retail

2. determining the ending inventory at retail by subtracting sales (less returns but not discounts) and other reductions (employee discounts, normal theft and breakage) from goods available for sale at retail

3. calculating the cost to retail ratio

4. multiplying the ending inventory at retail by the cost to retail ratio (this results in an estimated ending inventory)

The retail method (with a physical count) is applied by

1. counting the inventory and recording the retail prices

2. calculating the cost to retail ratio

3. multiplying the ending inventory at retail by the cost to retail ratio

METHODS OF DETERMINING THE COST TO RETAIL (C/R) RATIO:

1. Conventional (LCM) method – includes net markups in the C/R ratio but not net markdowns

2. Cost method – includes both net markups and net markdowns in the C/R ratio

3. LIFO method – exclude beginning inventory and include both net markups and net markdowns in the C/R ratio

4. Dollar-value LIFO method – same as 3 except that the ending inventory at retail is converted to base year prices to determine if a layer has been added.  If a new layer has been added, it must be priced at the new price level.

Work BE 8, 10 and 11.

CLASS EXERCISE 1

APPLICATION OF LCM
For each item below, indicate the amount to be used as designated market and the amount to be reported on the balance sheet as lower of cost or market.  Historical cost is determined using FIFO.

Item by item basis:

	Item
	Units

On 

Hand
	Histor-

ical

cost

(unit)
	Total

FIFO

Cost
	Replace-

ment

cost (unit)
	NRV

(unit)
	NRV –

Profit

Margin

(unit)
	Desig-

nated

Market

(unit)
	Total

Market
	Total 

LCM on 

B/S

	A
	500
	$1.50
	
	$2.00
	$1.80
	$1.40
	
	
	

	B
	200
	$2.50
	
	$4.00
	$4.20
	$3.50
	
	
	

	C
	100
	$7.50
	
	$6.00
	$7.00
	$6.50
	
	
	

	D
	300
	$5.00
	
	$4.00
	$4.50
	$3.50
	
	
	

	E
	400
	$1.00
	
	$1.50
	$2.00
	$1.25
	
	
	

	
	
	
	
	

	Total Inventory value to be reported on Balance Sheet
	


By category:

	Item
	Units

On 

Hand
	Histor-

ical

cost

(unit)
	Total

FIFO

Cost
	Replace-

ment

cost (unit)
	NRV

(unit)
	NRV –

Profit

Margin

(unit)
	Desig-

nated

Market

(unit)
	Total

Market
	Total

LCM on B/S

	Category 1:

	A
	500
	$1.50
	
	$2.00
	$1.80
	$1.40
	
	
	

	B
	200
	$2.50
	
	$4.00
	$4.20
	$3.50
	
	
	

	
	
	
	
	
	
	
	
	
	

	Category 2:

	C
	100
	$7.50
	
	$6.00
	$7.00
	$6.50
	
	
	

	D
	300
	$5.00
	
	$4.00
	$4.50
	$3.50
	
	
	

	E
	400
	$1.00
	
	$1.50
	$2.00
	$1.25
	
	
	

	
	
	
	
	
	
	
	
	
	

	Total Inventory value to be reported on Balance Sheet
	


CLASS EXERCISE 2

LOWER OR COST OR MARKET

COMPUTATION OF CEILING AND FLOOR
Unit costs of the principal products sold by Houston Company at the end of the current year are presented in the first line of the amounts below.  Beneath the actual cost figures are the anticipated selling prices and replacement costs of the products.  Distribution costs average $12 per unit and normal profit has averaged 10% of the selling prices.

Compute the ceiling and the floor for each product.  Also, indicate the amount to be used as designated market and the LCM.

	
	Product 1
	Product 2
	Product 3
	Product 4
	Product 5
	Product 6

	Actual Cost
	$140
	$150
	$156
	$152
	$160
	$160

	Sales prices
	$160
	$160
	$180
	$180
	$190
	$190

	Replacement cost
	$150
	$150
	$154
	$146
	$162
	$158

	“Ceiling” value
	
	
	
	
	
	

	“Floor” value
	
	
	
	
	
	

	Designated market
	
	
	
	
	
	

	LCM value 
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