IAS 2: Inventory
Objective
The objective of this Standard is to prescribe the accounting treatment for inventories. It also
provides guidance on the cost formulas that are used to assign costs to inventories
IAS2 defines inventories as assets:
A. held for sale in the ordinary course of business;
B. in the process of production for such sale; or
C. in the form of materials or supplies to be consumed in the production process or in
the rendering of services".
Net realizable value: is the estimated selling price in the ordinary course of business less the
estimated costs of completion and the estimated costs necessary to make the sale
Major Classification of inventory
1 - Trading entities:
o usually purchases its merchandise in a form ready for sale.
o Only one inventory account appears in the financial statements.
2 - Manufacturing entities:
o produce goods to sell
o Manufacturers normally have three inventory accounts: Raw Materials, Work in
Process, and Finished Goods

Cost of inventories
IAS2 states that the cost of inventories "shall comprise all costs of purchase, costs of conversion

and other costs incurred in bringing the inventories to their present location and condition".
Note the following points:
A. Costs of purchase consist of the purchase price of inventories, including import duties
and other taxes (if these are irrecoverable), transport and handling costs and any other
costs directly attributable to the acquisition of the goods concerned. Trade discounts
are deducted when calculating costs of purchase.
B. Costs of conversion are relevant mainly to manufacturing businesses and consist of
direct costs of production (such as direct labour) together with a systematic allocation
of fixed and variable overheads incurred in converting materials into finished goods.
Fixed production overheads are indirect production costs that remain relatively
constant regardless of the volume of production (e.g. factory rent and rates). Variable
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production overheads are indirect production costs that vary more or less in line with
the volume of production, such as indirect materials and some indirect labour costs.
C. The allocation of fixed production costs to units of production should be based upon
the normal capacity of the production facilities.


If production is abnormally low, there will be unallocated fixed production
overheads. These should be recognised as an expense in the period in which they
are incurred and should not be included in the cost of inventories.



If production is abnormally high, the amount of fixed production overheads
allocated to each item of production should be decreased so as to ensure that the
cost of inventories is not overstated

D. Certain costs are explicitly excluded from the cost of inventories. The main items are:
o the costs of abnormal wastage of materials, labour or other production costs
o storage costs, unless these costs are necessary in the production process before a
further production stage
o administrative overheads that do not contribute to bringing inventories to their
present location or condition
o selling costs.
Period costs are those costs that are indirectly related to the acquisition or production of
goods. Period costs such as selling expenses and, under ordinary circumstances, general
and administrative expenses are therefore not included as part of inventory cost.
A company should not capitalize interest costs for inventories that it routinely manufactures
or otherwise produces in large quantities on a repetitive basis.
Obihiro Ltd. has the following information related to its inventory of embroidered baseball
caps: purchase price, \45,000,000; import duties, \375,000; interest costs on inventory loan,
\520,000; and transportation costs, \125,000. Determine the cost of the Obihiro inventory

Treatment of Purchase Discounts


Gross Method



Net Method

Ohno Industries purchased ¥12,000 of merchandise on February 1, 2015, subject to a trade
discount of 10% and with credit terms of 3/15, n/60. It returned ¥3,000 (gross price before
trade or cash discount) on February 4. The invoice was paid on February 13. (All amounts in
thousands.)
Perpetual System
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Purchases of merchandise are debited to Inventory.



Freight-in is debited to Inventory. Purchase returns and allowances and purchase
discounts are credited to Inventory.



Cost of goods sold is debited and Inventory is credited for each sale.

 Subsidiary records show quantity and cost of each type of inventory on hand.
Periodic System
 Purchases of merchandise are debited to Purchases.


Ending Inventory determined by physical count.



Calculation of Cost of Goods Sold

Fesmire Company had the following transactions during the current year

Record these transactions using the Perpetual and Periodic systems.

Physical Goods Included in Inventory

One challenge in computing inventory quantities is determining what inventory a company owns.

Goods in Transit
Goods in transit should be included in the inventory of the company that has legal title to the
goods. Legal title is determined by the terms of the sale,

For example, that Hargrove Company has 20,000 units of inventory on hand on December
31. It also has the following goods in transit:
1. Sales of 1,500 units shipped December 31 FOB destination.
2. Purchases of 2,500 units shipped FOB shipping point by the seller on December 31.
Consigned Goods
In some lines of business, it is common to hold the goods of other parties and try to sell the
goods for them for a fee, but without taking ownership of the goods. These are called
consigned goods.
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Hasbeen Company completed its inventory count. It arrived at a total inventory value of
$200,000. As a new member of Hasbeen’s accounting department, you have been given the
information listed below. Discuss how this information affects the reported cost of inventory.
1. Hasbeen included in the inventory goods held on consignment for Falls Co., costing
$15,000.
2. The company did not include in the count purchased goods of $10,000 which were
in transit (terms: FOB shipping point).
3. The company did not include in the count sold inventory with a cost of $12,000 which
was in transit (terms: FOB shipping point).
Special Sales Agreements


Sales with repurchase agreement.



Sales with high rates of return.

Morgan Inc., an equipment dealer, sells equipment on January 1, 2017, to Lane Company for
$100,000. It agrees to repurchase this equipment on December 31, 2018, for a price of
$121,000. Assuming an interest rate of 10 percent is imputed from the agreement

Cost formulas
In general, IAS2 requires that the cost of inventory items should be ascertained " by using

specific identification of their individual costs"..
Two cost formulas are allowed. These are:
A. First-in, first-out (FIFO). The FIFO formula assumes that inventory items which are
purchased or produced first are sold or used first, so that the items remaining at the
end of an accounting period are those most recently purchased or produced.
B. Weighted average cost (AVCO). Use of the AVCO formula generally involves
computing a new weighted average cost per item after each acquisition takes place.
The cost of the items remaining at the end of an accounting period is then calculated
by using the most recently-computed weighted average cost per item.
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Other Valuation Methods
Techniques for measurement of cost of inventories, such as the retail method or the standard
cost method, may be used for convenience if the results approximate cost and where the
application of the methods above is not practical.
Retail method
IAS 2 recognizes that the retail method is often used in the retail industry for measuring
inventories of large numbers of rapidly changing items with similar margins for which it is
impractical to use other costing methods.
Fuque Inc. uses the retail inventory method to estimate ending inventory for its monthly financial statements.
The following data pertain to a single department for the month of October. Instructions: Prepare a schedule
computing estimate retail inventory using the following methods: Conventional (LCM) and Cost

Beg. inventory, Oct. 1
Purchases
Freight in
Purchase returns
Additional markups
Markup cancellations
Markdowns (net)
Normal spoilage
Sales

COST
$
52,000
272,000
16,600
5,600
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RETAIL
$
78,000
423,000
8,000
9,000
2,000
3,600
10,000
390,000

CONVENTIONAL Method:
COST
$
52,000
272,000
16,600
(5,600)

Beg. inventory
Purchases
Freight in
Purchase returns
Markups, net
Current year additions
Goods available for sale
Markdowns, net
Normal spoilage
Sales
Ending inventory at retail
Ending inventory at Cost:
$
96,400 x 67.00%

283,000
335,000

=

$

RETAIL
$
78,000
423,000
(8,000)
7,000
422,000
500,000
(3,600)
(10,000)
(390,000)
$
96,400

Cost to
Retail %

67.00%

64,588

Standard costs
Standard costs are predetermined unit costs used by many manufacturing firms for planning
and control purposes.
Inventories valued at fair value less costs to sell. In the case of commodity broker-traders’
inventories, IAS 2 permits that these inventories can be valued at fair value less costs to sell.
IAS 2 makes it mandatory that in such cases the fair value changes should be reported in
profit and loss account for the period of change.
Lower-Of-Cost-Or-Net Realizable
Assume that Mander Corp. has unfinished inventory with a cost of €950, a sales value of
€1,000, estimated cost of completion of €50, and estimated selling costs of €200. Mander’s
net realizable value is computed
One of two methods may be used to record the income effect of valuing inventory at net
realizable value. One method, referred to as the cost-of-goods-sold method, debits cost of
goods sold for the write-down of the inventory to net realizable value. As a result, the
company does not report a loss in the income statement because the cost of goods sold already
includes the amount of the loss. The second method, referred to as the loss method, debits a
loss account for the write-down of the inventory to net realizable value
Special Valuation Situations

Agricultural Inventory
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Under IFRS, net realizable value measurement is used for inventory when the inventory is
related to agricultural activity. In general, agricultural activity results in two types of
agricultural assets: (1) biological assets or (2) agricultural produce at the point of harvest.
A biological asset (classified as a non-current asset) is a living animal or plant, such as sheep,
cows, fruit trees, or cotton plants. Agricultural produce is the harvested product of a biological
asset, such as wool from a sheep, milk from a dairy cow, picked fruit from a fruit tree, or
cotton from a cotton plant. The accounting for these assets is as follows.
A. Biological assets are measured on initial recognition and at the end of each reporting
period at fair value less costs to sell (net realizable value). Companies record a gain or
loss due to changes in the net realizable value of biological assets in income when it
arises.
B. Agricultural produce (which are harvested from biological assets) are measured at
fair value less costs to sell (net realizable value) at the point of harvest. Once harvested,
the net realizable value of the agricultural produce becomes its cost, and this asset is
accounted for similar to other inventories held for sale in the normal course of
business.
Entity A purchased 100 lambs at an auction for €100,000 on 31 December 20XX.
Transportation costs were €1,000. Entity A would have to incur the same transportation costs
if it had sold its lambs in the auction. In addition, there would be a 2% auctioneer’s fee on the
market price of the lamb payable by the seller. Entity A also incurred €500 on veterinary
expenses.
On 30 June 20X+1, the fair value of the cattle in the most relevant market increases to
€110,000.
On 1 September 20X+1, Entity A sold 18 lambs at auction for €20,000 and incurred
transportation charges of €150. In addition, there would be a 2% auctioneer’s fee on the
market price of the lamb payable by the seller.
On 15 December 20X+1, the fair value of the 82 remaining lambs was €82,820. Forty-two
lambs were slaughtered on that day and the total cost was €4,200. The fair value of the
carcasses on that day was €48,300 and the estimated transportation cost to sell the carcasses
is €420. No other selling costs are expected.
On 31 December 20X+1, the fair value of the remaining 40 lambs was €44,800. The
estimated transportation cost is €400. In addition, there would be a 2% auctioneer’s fee on
the market price of the lamb payable by the seller.
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An entity shall disclose:


The existence and carrying amounts of biological assets whose title is restricted, and
the carrying amounts of biological assets pledged as security for liabilities;



The amount of commitments for the development or acquisition of biological assets;
and



Financial risk management strategies related to agricultural activity.

2. An entity shall present a reconciliation of changes in the carrying amount of biological
assets between the beginning and the end of the current period.
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Commodity Broker-Traders
Commodity broker-traders also generally measure their inventories at fair value less costs to
sell (net realizable value), with changes in net realizable value recognized in income in the
period of the change. Broker-traders buy or sell commodities (such as harvested corn, wheat,
precious metals, heating oil) for others or on their own account.
The primary purpose for holding these inventories is to sell the commodities in the near term
and generate a profit from fluctuations in price. Thus, net realizable value is the most relevant
measure in this industry because it indicates the amount that the broker trader will receive
from this inventory in the future.

Inventory errors:
1- If a purchase on account is not recorded and the goods are not included in ending
inventory, cost of goods sold (BI plus purchase minus EI) and net income are
unaffected, but current assets and current liabilities are understated
2- If a purchase is properly recorded but purchase items are excluded from ending
inventory: cost of goods sold is overstated net income, inventory , retained earnings,
gross profit, current assets and tax are understated
An overstatement error in year-end inventory of the current year affects the financial
statement of 2 different years
Risers Inc. reported total assets of $1,800,000 and net income of $200,000 for the current
year. Risers determined that inventory was overstated by $15,000 at the beginning of the year
(this was not corrected). What is the corrected amount for total assets and net income for the
year?
A. $1,800,000 and $200,000.
B. $1,800,000 and $215,000.
C. $1,785,000 and $185,000.
D. $1,815,000 and $215,000
Risers Inc. reported total assets of $3,200,000 and net income of $170,000 for the current
year. Risers determined that inventory was understated by $46,000 at the beginning of the
year and $20,000 at the end of the year. What is the corrected amount for total assets and net
income for the year?
A. $3,220,000 and $190,000.
B. $3,180,000 and $196,000.
C. $3,220,000 and $144,000.
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D. $3,200,000 and $170,000.

Disclosure Requirements
IAS 2 sets forth certain disclosure requirements relative to inventory accounting methods
employed by the reporting entity. According to this standard, the following must be disclosed:
1. The accounting policies adopted in measuring inventories, including the costing
methods (e.g., FIFO or weighted-average) employed.
2. The total carrying amount of inventories and the carrying amount in classifications
appropriate to the entity.
3. The carrying amount of inventories carried at fair value less costs to sell (inventories
of commodity broker-traders).
4. The amount of inventories recognised as an expense during the period.
5. The amount of any write-down of inventories recognised as an expense in the period.
6. The amount of any reversal of any previous write-down that is recognised in profit
or loss for the period.
7. The circumstances or events that led to the reversal of a write-down of inventories to
net realisable value.
8. The carrying amount of inventories pledged as security for liabilities.
Tinker Bell Company has the following

If Tinker Bell has 9,000 units on hand at December 31, the cost of the ending inventory under FIFO is:

A. $99,000

B. $113,000
C. $108,000
D. $117,000
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