Chapter 6 – Inventory

Determining Inventory Quantities

Taking a Physical Inventory

· Taking a physical inventory involves actually counting, weighing, or measuring each kind of inventory on hand. 

· Companies often count their inventory when the business is at its slowest time of year.

Internal control procedures for counting inventory include:

· Counting should be done by employees who do not have custodial or record-keeping responsibilities for the inventory.

· Authenticity of each inventory item should be established.

· The count should be done in teams of two people.

· Pre-numbered inventory tags should be used.

· A supervisor should check that all inventory items have been counted only once.

· Unit costs are then applied to the quantities to determine the total cost of the inventory

Determining Ownership of Goods

· Ownership of the goods must be determined.

· In general, goods should be included in the inventory of the owner, who has legal title to them. 

· Goods in transit should be included in the inventory count of the company with title to them.

· Goods shipped FOB (Free On Board) shipping point belong to the buyer. The buyer is responsible for paying shipping costs and has legal title to the goods while in transit.

· Goods shipped FOB destination belong to the seller. Ownership belongs with the seller until the goods reach the buyer.

· Inventory quantities may be seriously miscounted if goods in transit at the statement date are ignored.

Consigned Goods

In some lines of business, it is customary to hold goods belonging to other parties and to sell them, for a fee, without ever taking ownership of the goods. These items are called consigned goods.

· The holder of the goods (consignee) does not own the goods.

· Ownership remains with the shipper of the goods (consignor) until the goods are sold to the customer.

· The consignee does not own the goods and therefore does not include the consigned goods in the inventory count.

· Businesses that sell consigned goods include art galleries, craft stores, second-hand clothing stores, sporting goods stores and antique dealers.

Other Situations

· Goods that have been sold but are being held for alteration or until the goods can be delivered to the customer or picked up should not be included in the inventory because legal title to ownership has passed to the customer.

Example:

The Too Good To Be Threw Company completed its inventory count. It arrived at a total inventory value of $200,000, counting everything currently on hand in its warehouse. You have been given the information listed below. Discuss how this information affects the reported cost of inventory. 
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	1.  

Goods costing $15,000 that are being held on consignment were included in the inventory.
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2.  

Goods purchased for $10,000 and in transit (terms FOB shipping point) were not included in the count.

[image: image3.png]



3.  

Inventory with a cost of $12,000 that was sold and in transit (terms FOB shipping point) was not included in the count.
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Action Plan
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Apply the rules of ownership to goods held on consignment:
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Goods held on consignment for another company are not included in inventory.
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Goods held on consignment by another company are included in inventory.
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Apply the rules of ownership to goods in transit:
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FOB shipping point: Goods sold or purchased and shipped FOB shipping point belong to the buyer.
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FOB destination: Goods sold or purchased and shipped FOB destination belong to the seller until they reach their destination.
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Solution
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	1.  

The goods held on consignment should be deducted from Too Good To Be Threw's inventory count ($200,000 − $15,000 = $185,000).
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2.  

The goods in transit purchased FOB shipping point should be added to the company's inventory count ($185,000 + $10,000 = $195,000).
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3.  

The goods sold in transit FOB shipping point for $12,000 were correctly excluded from Too Good To Be Threw's ending inventory, since title passed when the goods were handed over to the railway company.
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The correct inventory totals $195,000 not $200,000.

