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T he National Association of Cost Accountants does not sta nd sponsor for views expressed
by the writers of articles issu ed a s Pu blica tions.
T he object of the Official Publications of the
Association is to place before the members
ideas which it is hoped may prove interesting
and suggestive. The articles will cover a wide
range of subjects and present many different
viewpoints. It is not intended that they shall
reflect the particular ideas of any individual
or grou p. Constructive comments on any of
the Publications will be welcome.
Additional copies of this Publication may be
obtained from the office of the secretary. T he
price to members is twenty -five cents per copy
and to non - members seventy -five cents per copy.

ED ITO RIAL D EPARTMENT NO T E
Inventory ta k ing is proba bly the most importa nt single
transaction occurring within any fiscal period. In the
first pla ce, the inventory is often the very ba ck log of the
company's condition as to solvency —as to its debt - paying
ability. Aga in, it is the greatest single factor affecting
profits. Ta k ing the inventory and valuing it are thus
opera tions not to be tak en lightly. T he problems arising
in connection with the inventory in different plants are
numerous and usually difficult of entirely satisfactory
solution. W e present this publication on inventory a s
one of the best brief su mmaries of the methods to be
used and the problems met and their solution.
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INVENTORY PLANNING, TAKING AND .
VALUATION
in the whole field of accounting illustrates more adN OTHING
mirably the breadth of the accounting field or the philosophy
of accounting than the inventory.
Webster states that an inventory comprises the annual stocktaking of a business. It is evident that Webster wrote his definition of an inventory before modern cost - finding methods were
adopted.
While inventories usually constitute the most important factor
in the determination of the profit or loss in a business, they are
generally determined or maintained throughout the year instead of
being ascertained only by physical measurement at the end of the
year. In consequence, the financial results of the operations of a
business are determinable monthly instead of only annually, as was
the case before the introduction and adoption of modern cost finding methods.
Some businesses which, because of monopolies enjoyed, may
reap a large margin of profit, can possibly operate successfully on
the basis of determining profits annually, but the large majority of
concerns doing business on a competitive basis must know how
much their profits or losses amount to monthly if they expect to
survive and do full justice to the stockholders or other owners.
Right here, it seems quite pertinent to refer to the fact that a
large number of concerns have adopted and are using an unnatural
year end. In most lines of business there is a point reached during
the year when business is at a low ebb or inventories are at a
minimum, which would make that date the natural one on which to
close the year's operations and sum up the results. The levying of
Federal Income Taxes on profits has to a far greater extent than
any other factor contributed to the choice, by the great majority
of corporations, of the end of the calendar year as the end of their
business year.
While different rates of taxes have been levied on the profits of
different years, no particular difficulty is presented in calculating
the taxes applicable to the profits of a business having a fiscal year
other than the calendar year nor is any additional expense involved
413
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in preparing the tax returns and subsequently arriving at a settlement with the Government.
Adoption of a natural year end will result in the particular
business being able to present its financial position from the most
favorable viewpoint. With inventories at the low point, liabilities
should also be at the minimum. Furthermore, the cost of taking
stock is naturally decreased and a greater degree of accuracy is
achieved.
It would, in my opinion, be well worth while for each of you to
devote some thought to this phase of the inventory question with
the view of bringing the matter to the attention of the executive
officers of your respective companies in the event you should reach
the conclusion that in your case some date other than the one now
in use would be preferable for ending the year's business.
The annual listing and valuation of stock, while naturally differing in method in accordance with the nature of the business,
has been, through the application of modern methods of shop practice and accounting, fairly simplified and standardized, but nevertheless it usually involves a considerable but necessary expense not
only on account of the direct salary and labor cost, but particularly
because of the consequent interruption to production.
I would now present a brief outline of the methods which might
be followed in the planning, taking and compiling of a physical inventory of a general manufacturing business of fair size. The
methods I shall outline would not of course be suitable for all
manufacturing businesses by reason of the peculiar conditions
surrounding special businesses.
Formerly the taking of a physical inventory was looked on by
most of the participants as an anniversary to be passed as quickly
as possible. Seldom were there any pre - arranged plans. Naturally,
many errors occurred and in those cases where error was apparent,
re -check of the inventory resulted in larger expense being incurred
than would have been the case had proper methods and plans been
formulated and the staff engaged in the work imbued with a proper
sense of its responsibilities. Nowadays, that kind of procedure is,
relatively speaking, unusual.
First of all, the executive board of the company decides who
shall be in charge of the inventory as a whole. Usually the comp 414
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troller, the chief cost accountant, the purchasing agent, the division
managers or the department heads form the nucleus of the inventory organization, being assisted by the several shop superintendents and foremen, by assistants who make out the tags and list the
items thereon, and by workers who handle and measure, count,
weigh, or estimate the various inventory items. It is not unusual
among large organizations for a chart of the personnel engaged
on the work to be prepared and displayed for the information of
all concerned.
The period in which operations should be suspended in the different departments is the next problem to be resolved. Complete
cessation of operation, of course, tends to expedite the taking of
the inventory.
A pamphlet or typewritten statement of "Inventory Instructions" is then prepared, copies of which are distributed among the
personnel, sufficiently in advance of stocktaking to permit a proper
understanding of what is required of all concerned before the work
actually is commenced. It is desirable, wherever possible, that the
instructions be grouped so that each department be dealt with separately, thereby enabling the individuals to concentrate on the section of the work directly involving them as well as to obtain a general grasp of the requirements as a whole. To further ensure
that the assistants understand what is required of them, it is the
practice in some plants to hold group meetings, so that any instructions which appear to be ambiguous or incomprehensible may be
further explained.
The "Inventory Instructions" generally contain a statement of
the length of time allotted for the taking and checking of the inventory quantities, a list of the personnel in charge of the different
sections of this work including the place where each may be found
for purposes of reference, a list of the classes of product, materials
and supplies to be inventoried, a description of the tags and forms
to be used in taking inventory, preparatory instructions to be carried out before the count is commenced, the manner in which the
different classes of inventory should be taken, recorded, checked
and accounted for to the compiling staff and directing personnel,
and the manner in which the cost of taking the inventory should be
accounted for.
415
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As to the time allotted for completion of the count and the list
of personnel in charge, no comment is necessary.
The list of articles to be inventoried will contain a description
and the location of the different classes of inventory such as finished products, work in process, finished parts stores, raw material
stores, factory supplies, loose tools, excess stocks (where segregated), material set aside for a construction or experimental program but not already charged thereto in the accounts, fuel stores,
and drums and other containers a charge for which has been made
against the company by the respective vendors. The respective
classes —in conformity with the general accounting classification —
will be indicated by stating the relative account number against
each group of items. Special reference will be made in this list to
the necessary inclusion of merchandise of the company held on
consignment by others and also to work in process and raw materials lying in the plants of others in the ordinary course of production where no charge has been made in the accounting records
to the respective custodians.
In connection with the description of the tags and forms to be
used in taking inventory, different colored tags might be adopted
for different classes such as finished product and semi - finished
product, or, as in the case of an automobile concern with two lines,
for say four cylinder and six cylinder items, though this is not
essential providing sufficient information is shown on the tags for
the use of the compiling staff. This description should contain
a list of standard abbreviations of technical names and units of
measurement as well as detailed instructions as to what is required to be written on the tags and in what particular position or
space on the tag it should appear. Specific instructions should be
given as to the manner in which should be indicated obsolete stock,
inactive stock, excess stock, damaged stock and stock carried for
lines of production which have been or will be discontinued. Probably the most satisfactory kind of inventory tag in use is the original tag with duplicate tag attached, when the original tag is removed a full carbon copy description of the inventoried item remains on the duplicate tag. The blank tags will be numbered consecutively before they are issued. Some companies use what they
call an "Inventory Short Tag" whereon are listed the parts short
416
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to complete the Unit or the assembly in process. The adoption of
this tag enables satisfactory deduction to be made in respect of the
material, labor and overhead to be subsequently added to the job
before the cost of the complete unit or assembly is collected. In
some cases, where it is desired to commence the count before the
inventory date and before the official tags are available, a "preliminary" tag is used.
A record should be made of the numbers of the blank tags issued
to the different superintendents against which the returned tags
may be checked off. Superintendents should be strictly accountable for the tags issued to them and loans of tags to other superintendents should be forbidden. All spoiled or voided tags should
be turned in with the unused blanks.
Other forms which might be used to advantage are a pro -forma
memorandum for the use of the compiling staff in requesting additional information to be included on a tag, an inventory release
slip issued to the Department head when his department has been
inventoried and checked, and a distinctive inventory form for listing stock on the premises of others.
The preparatory instructions to be carried out usually include:
i. Instructions to the stores departments to clean up, to place
all loose material in the proper bins, etc., to segregate and transfer
to the Salvage Department all obsolete supplies and scrap, and,
once the count in the stores has commenced, to issue no stores
without authority of some specified official.
2. Instructions to the production departments to have all completely finished parts inspected and transferred to finished stores, to
clean up and transfer all defective and spoiled work and scrapped
material, to leave nothing under the benches or machines, and to
have nothing on the floor to be inventoried but actual work in
process which should be grouped by job numbers or other suitable
classification. The use of the "Inventory Short Tag" will be
brought to the attention of the production department heads in
these instructions. At the same time, the advantage of having
all assemblies completed will be pointed out and attention will be
drawn to the fact that the Stores Department has received instructions not to issue any material once the count has commenced in
417
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the stores unless the requisition bears the O.K. of some specified
official.
3. Instructions to the inspection department to inspect finished
products and work in process available and to bring up to date
their schedules of defective items requiring only minor repairs to
make them into satisfactory product.
4. Instructions to the salvage department to inventory all the
scrap or obsolete parts, supplies, etc., in its possession.
5. In addition, instructions are issued to the Receiving Room to
hold all goods received after the commencement of inventory taking until the conclusion thereof. Goods so received prior to the
close of business on the inventory date should properly be included
in the inventory of material on hand and the corresponding liability taken up in the accounts. The date of receipt should be indicated on the inventory tag which should be affixed to the goods
as they enter the receiving room and the receiving slip should be
stamped "Inventoried" before being passed on to the purchasing
agent or accounting department.
6. The purchasing department is required to list all invoices received for which the goods are not on hand at the close of business
on the inventory date. It is considered proper to give effect in
the accounts as of the closing date, to the purchase of all goods
bought on the F. O. B. Vendor's Plant basis which were actually
in transit on the last day of the period.
7. Similarly, the shipping department is instructed to ensure
that all goods billed to customers but not shipped at the date of
stocktaking are not included in the inventory.
8. Instructions are also issued to the departments concerned, to
exclude from the inventory any goods which are not the property
of the company, including goods held on consignment for others
and special tools loaned to the company.
As to the manner in which the different classes of inventory
should be taken, recorded, checked and accounted for to the compiling staff and directing personnel, the "inventory instructions"
will outline the requirements specifically and in fairly great detail.
In general, the points covered will be as follows:
418
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Finished Goods. All finished goods should be in the finished
goods stores before the count is begun. In the case of large articles
capable of particular identification —for example, a finished automobile in an automobile plant —an inventory tag will be made out
for each showing the type or model, identification number and a
reference as to what equipment is different from "standard" equipment. It may be found advisable to compile and use a "List of
Standard Shortages" for parts which are not usually affixed to the
finished units until shipment or delivery to the customer is made.
If any finished unit should have any of these "Standard Shortages" affixed, the latter should be listed on the tag.
All finished goods of small dimensions should be counted or
weighed twice. One tag should be affixed to only one receptacle.
The tag should appear in a conspicuous position and should describe the item according to the list of standard abbreviations
adopted, the unit of measurement also according to the list of
standard abbreviations adopted, the respectacle number or the location, and the employment numbers of the counters.
As soon as a whole section of the finished stores has been completely inventoried, the checker should be informed. The checker,
after satisfying himself, should append his O.K. and pull the original tag or in the case of the single tag the portion of the tag other
than the stub. The original tags should be collected by the superintendents who signed for or were charged with the blank tags,
so that they may have them checked off with the issue list.
Work -in- Process. The employees taking the inventory of work
in process must be familiar with the manufacturing operations.
In the case of standard operations it should be necessary to indicate in the space provided therefor, only the number or an abbreviated description of the last manufacturing operation completed,
whereas in the case of special orders it will sometimes be necessary to list each of the operations performed. Work in process
should be collected before the count so that all mass production
work completed to the same operation may be grouped together.
On special work, of course, this cannot be done. The location of
the items and the employment numbers of the counters and checkers should be indicated on the tag. Great care must be exercised
in entering piece numbers, operation numbers, sizes or gauges of
419
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material, shorts or longs, rights or lefts, males or females, etc.
It is in connection with the work in process on major assemblies
that use is made of the "Inventory Short Tag" whereon are listed
the parts short to complete the assembly in process in order that
deduction may be made for material, labor and overhead which will
be added in completing the assembly.
Raw Material. The points to be watched closely in connection
with raw material usually deal with the standards of measurement
to be adopted, including gauges, the different grades of the material, and the condition thereof, having in mind obsolete, inactive,
excess or damaged stock and material purchased for production
which has been discontinued or will be discontinued in the immediate future. The following are a few examples dealing with
standards of measurement:
Bar Steel —Bar steel will be listed in feet only.
Rough Cut Lumber in Mill —Rough cut lumber will be listed by
board feet: kind, grade and size of lumber to be shown.
Glass —Glass which has been cut to size for use will be listed by
the piece number, otherwise by size.
Goods on Consignment. Where it is not advisable to have company employees attend at the plants of consignees, fabricators, etc.,
for the purpose of taking a physical inventory of consigned goods,
etc., a certified list of such material should be obtained from the
consignee.
When the checkers have completed their work and the original
tags have been turned over to the persons to whom the blank tags
were issued, the superintendents or foremen will go round to see
that everything has been inventoried, and will then report to the
official in charge of the inventory. Inventory releases will then be
issued and the men released. The stubs or duplicate tags may be
left on the material until the compiling is completed or they may
be pulled as soon as the release is given, depending on the particular conditions.
The original tags, voided tags and unused tags, having been accounted for by checking against the list of tags issued, the orig420
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inal tags will be handed to the compiling staff for entry on the
inventory sheets.
Where re- counts are found necessary, the work should advisedly
be done by persons other than those making the original count or
check.
The instructions should state to what account number the time
spent on inventory work should be charged. The cost of forms,
tags, etc., should also be charged to this account. If any particular method of recording the time is desired, it should be set forth
in the inventory instructions.
The compiling staff should sort and group the completed tags according to the accounting classification in use and then enter the
details on the inventory sheets. Each inventory sheet should be
signed by the clerk.
As to the pricing of the inventory it seems immaterial whether
the pricing is done on the tags or on the inventory sheets, but
where the cost elements of material, labor and overhead are present, as in the work in process, it is usually more convenient for the
pricing to be done on the tag.
The inventories should be priced, extended and checked for
clerical accuracy by the cost department. The bases of pricing
should be definitely indicated to the cost department by the inventory committee, preferably in writing. Where the lower of cost
or market basis is adopted, the purchasing department should determine the current market prices to be used in the inventory valuation. Special valuations such as for obsolete, inactive, excess or
damaged stock and material purchased for production which has
been or will be immediately discontinued, should be referred to
the inventory committee, especially where this inventory has heretofore been carried in the accounts at considerable value. On completion of extending and footing the inventory sheets, a summary
of the values to be reflected in the accounts of the company should
be prepared in conformity with the general accounting classification.
Now, we arrive at something that to my mind is a little more interesting.
Valuation. The significance of inventory values is underestimated, even by accountants. On the balance sheet of a com421

December 1, 1928

N. A. C. A. Bulletin

pany an overvaluation of plant, land or other fixed assets by a
given amount, results in a balance sheet just so much misrepresented. A similar overvaluation of inventory, besides having the
same effect in misrepresenting the balance sheet, misrepresents also
the operating profits, which is a far more serious thing.
After all, a stockholder looks forward to his company continuing
in business indefinitely; his company is a machine to make profits,
and he looks forward to profits--only to profits —as representing
what he will get out of it. The assets are a tool; the better the
tool the better the chance of profit. If the fixed assets be of great
cost, that is a factor tending toward stability since damaging competition is made more difficult; but their cost is of importance only
as it bears on stability of profit. Similarly, assets that are not
replaceable are a factor producing stability. There are companies
whose tangible assets are small, but whose monopoly of a trade
name, a formula, a patent, may be the main factor in producing
profit. In such cases, the intangible asset may have a book value,
but the value placed upon it may vary widely without sensible
effect upon the standing of the company.
An overvaluation of fixed assets therefore if not outrageously
excessive is not of itself sufficient to affect vitally either the prospect of future profit or the value of the company's stock.
Future profits are to be judged generally by the profits of the
past and present; the present value of a company continuing permanently in business is measured by its prospect of future profit
and by that alone.
If a paper profit be made by increasing the value of fixed plant,
either because of a general rise of prices or for other reasons, it is,
if a profit at all, a non - recurring profit —not a precedent —does not
signify at best more than a non - productive increase in the price
tag, and cannot be repeated indefinitely.
But an overvaluation of inventory results in an apparent direct
increase of operating profit; it promises higher profits indefinitely;
it places a false hope before us; and the disillusionment that follows when the results of later operations are known is doubled
by the false lowering of subsequent apparent profit in the period
that has to absorb the overvalued inventory.
422
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We have all seen stock floated on padded earnings, at excessive
prices, exaggerated losses immediately following, with unjustified
fall in selling prices of the stock, and injury to the reputation of
those responsible for the flotation.
If persons who contemplate flotation of stocks and try to dress
windows by means of inventory padding would realize how soon
their sins will find them out, they would fear this particular iniquity. Bankers have gone far toward realization of the dangers of
inventory overvaluation, and some have cried out, "Let the auditors take the inventories." We thank them for the implied compliment, that we know the value of anything when we see it, but
although we really do know quite a lot, there are limits, and we do
not intend to transgress them.
The ideal accountant in the minds of these men, seems to be a
person who can, on the one hand, distinguish between Chinese and
Russian bristles, and estimate the weight and value of a pile of
iron ore, while on the other, he is simultaneously giving invaluable
advice on involved organization and tax questions, checking books
and preparing accounts in his spare time.
There is a whole philosophy embodied in the widely accepted
convention that inventories should be valued at cost or market,
whichever is the lower.
Authority for the use of this basis in the cases of going concerns
is found in the Federal Reserve Bulletin and in the various Federal Revenue Acts and Regulations.
Cost is not enough. We have said "The lower of cost or market." That is, admittedly, illogical, especially from the point of
view of the balance sheet. When accountants are governed entirely by logic their usefulness will be at an end.
I should like to place emphasis on the need for estimation —for
all accounts are really estimates —of profit in such a way as to
show not profit as it may appear on some bookish theory, but profit
as it would appear to one quite uninterested as to the profit of
any short period, but wishing to state the profit, past and present,
in such a way as to do justice to each period and leave the inventories in such a condition as to do no wrong to the future. The
true test of valuation of an inventory from the point of view of
the profit and loss account is, if that inventory were wiped out,
423
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would you willingly pay the amount at which you value it to replace it exactly as it is? If not, you are placing a value upon it
that is a burden on the future. If, on the other hand, you have an
inventory that you would be willing to purchase at a higher price
than the cost value placed upon it, you will be anticipating profit if
you now take up that value in excess of cost. This method of
valuing an inventory is hardly practicable, for one cannot expect
consistent and reliable results if values are to be fixed in accordance with the opinion — perhaps influenced unconsciously by ill
health or vagaries of disposition —of the owners of the inventory.
Hence the use of the alternative value, "market." The value becomes cost, or the amount outsiders think it is worth, whichever
is the lower.
Any manufacturing concern, if it would live, must be able to
produce goods cheaper than it can buy them. Always it has goods
on hand, manufactured but not sold. If it should take up these
goods at a price above cost, the profit of the future would be anticipated. Hence the use of the alternative, "cost."
So far I have had in mind only the conditions governing statements of account of continuing businesses, or of enterprises whose
values are to be computed wholly or in part on the basis of earnings. There are other conditions where the lower of cost or market is an unsatisfactory basis. Consider the case of a mine, having brought to the surface and perhaps smelted zinc or lead or, let
us say, at an extremely low cost, and the mine is to be sold.
Clearly an inventory based on cost is wrong, and cost is lower than
market. Here the profit and loss account is not a factor, but the
value of the assets is. Only physical valuation will serve in such a
case.
There are inventories, also, where cost alone cannot govern and
there is no market. A prominent instance is that of motion picture films, partly used. I do not think many of you here know
about it. The value to be set on them must be based on cost and
must represent that proportion of cost corresponding to the proportion of their potential earnings not yet realized, but realizable.
The cost accountant furnishes us with their original cost. Physical
deterioration is negligible. While their useful life is determinable
in terms of time, that, too, means nothing, since the earnings per
424
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week diminish with great rapidity. Experience tables, based on
past results, are resorted to, and produce such results when employed on a large scale that the proportion of cost remaining in
partly exploited pictures may be determined with a degree of accuracy that compares favorably with the determination of values
of any inventories with which I am acquainted. Here there is a
determination, the joint product of the cost accountant and the investigator, that could not be realized nearly so well by either acting
alone. They are not taken at cost, not taken at market for there
is no market, the owners would not sell them for anything like the
values at which they take them, outsiders would not buy them and
could not use them, yet the values are satisfactory. They do represent the value that, given continuation of present conditions,
will allow the business to continue, making profit in about the same
measure as at present. The future is not discounted, nor the past
misrepresented.
There are cases where inventories must be valued at the amount
that can be realized on forced sale, as in insolvencies. It is still
"cost or market," but what market? Ordinarily, we mean the
market in which the goods can be purchased in the quantities used
by the business, under consideration, but here we mean the market
price at which goods can be sold by a bankrupt concern. In these
circumstances, work in progress — unfinished merchandise —is
likely to lose most of its value, not because the goods have changed,
but because the surrounding circumstances have changed.
On dissolution, inventories are often taken over by other companies, the price that will be obtainable will be between the forced
sale and current values, according to the degree in which the inventory can be adapted to the use of the new owners.
Perhaps the least satisfactory feature of inventory valuation is
the allowance for goods deteriorated in condition, out of style,
slow selling, or overstocked. The ordinary male accountant could
hardly be asked, even by an amateur economist, to judge correctly
how far, by adding perhaps a ruffle or something, or more probably by cutting off a few inches, an out -of -style line of dresses
might be made salable. Owners of such stock are often bitterly
opposed to taking their medicine and acknowledging the fact that
they have purchased with poor judgment. Even merchants dis425
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posed in other matters to avoid overstatement of profit, dislike the
writing down of inventories because of deterioration of any kind,
and there is a real difficulty in ascertaining the amount that should
be deducted from inventories on this account.
The accountant can, however, seek out materials long on hand
or slow selling, and can generally form a pretty clear idea of the
reason. He can learn much from the quantity of returned goods;
and after doing everything else that is possible, he should put the
owners of the merchandise on written record as to condition and
value.
The Accountant's Verification. There is argument as to the
extent to which an accountant should verify inventories, but there
is no question as to the extreme need for him to get the best possible verification and valuation; and in getting it his best friend is
the cost accountant.
We have said "cost or market." First as to cost, every accountant's first thought when an investigation of a manufacturing business is proposed is, what kind of a cost system and inventory
record is there? With a satisfactory cost and inventory system it
is almost impossible to deceive the accountant as to either quantities or costs. In theory, systematic fraud is possible but it implies such a degree of collusion and such faultless manipulation of
accounts, that, given a good cost system properly carried out and
properly coordinated with the general books, the chances of successful deception on a considerable scale are almost negligible.
So, in such cases, the cost factor may be considered as pretty
well provided for. It is true that there is variation of opinion as
to certain items whether they should or should not be included in
cost, but the satisfactory cost system will show what they are and
allowance may be made, if necessary, in view of the requirements
of the particular case.
Here the general accountant leans heavily upon the cost man;
and as a whole, his support has been such as to justify that leaning. It is not my intention to speak at length on the virtues of
cost accountants; they do not need any praise from me, but I would
be ungrateful should I fail to acknowledge the debt the investigating accountant owes to the cost accountant who has preceded
him.
426
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We have seen that circumstances may affect the basis on which
inventories are to be valued, and that no rigid rules for valuation
can be applied indiscriminately. Discretion and good judgment are
needed. It would be fortunate for us if some invariable plan could
be followed; not only is it difficult for us to choose always the
best values, but, having chosen them, we must convince clients
often against their will, that our views are correct.
Having in mind that accounting is not an end in itself but a
facility for the successful conduct of business, we may now consider the means available to accountants for verification of quantities and values.
First, as to quantities. The accountant should not actually
weigh, measure, or count materials except in very unusual cases.
Even if he does, the weight, measure or count is not conclusive.
Who will say that the goods physically verified belonged to the
company and had been taken up as a purchase? The question to
be asked is not "What have you got ?" but "What have you got
and where did you get it ?" And so the quantities indicated by
satisfactory cost systems with their inseparable adjunct, good inventory records correlated to the general books, are a better guide
than physical inspection by itself. If those "book inventories" are
supported by physical examinations made by the owning company,
and if the examining accountant makes a reasonable test of the
book entries, they may be accepted without fear. Experience has
demonstrated the insuperable character of the difficulties surrounding an attempt to overstate materially the inventories of a business
where the competent cost accountant has done his work.
There are, of course, other tests of inventory quantities, such as
the rate of gross profit test, which covers both quantity and value,
applied to the results as a whole and tested by examination of costs
and sale prices of representative items. This is a valuable resource
in any case, and increases in value inversely in the ratio that inventory records and costs systems are worse designed or worse
kept.
With respect to values, in merchandising businesses cost is ascertained readily from purchase records and vouchers. This is the
simplest case. In manufacturing enterprises cost of raw materials
can be found in the same simple way; but when. we come to thg
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manufactured product, especially to work in progress, we need the
cost accounts.
Before the general recognition of the merits of cost accounting,
the valuation of manufactured material was largely a matter of
estimate, and while for purposes of computing profit any method
of valuing opening and closing inventories that is entirely consistent, will produce fairly correct results, valuations by estimated
costs are not consistent. There are the factors of honest error,
of varying judgment under external influences, of intentional
over -or under - valuation possible only because the auditor cannot
closely check the values assigned.
Market values must be checked in each case with regard to the
special conditions surrounding it.
Inventories may fall in value between the date of closing and
the date accounts are made up. What shall we do then? I think
that all ordinary variations may be considered as normal risks of
the year in which they occur. Perhaps the prices will rise again.
When a man has holed out at the sixteenth green, we may form a
reasonable estimate of his probable total score. We cannot penalize his sixteenth hole because of an ordinary bunker visible on the
seventeenth. Where fluctuations are extraordinary, as in the case
of the great fall in raw sills after the war, other questions arise.
How far is the inventory sold in advance at prices based on cost,
and how far can the company rely on customers taking their commitments ? It is as though the Mississippi flood had invaded the
golf links; all previous signs fail.
Certainly something must be done by the accountant under these
conditions. Perhaps a sufficient inventory reserve may be set up.
If not, and if the loss is not taken out of the inventory before the
accounts are made up, the accountant must be sure that none of
his statements can be charged with giving the impression that no
such loss has occurred or is impending. In each case, discretion
must be used and neither an alarmist nor an optimistic spirit
should be shown. A more specific rule cannot be laid down for
dealing with these cases. Past experience has shown that they
usually are dealt with by accountants so as to convey a reasonably
correct view of existing conditions, but without making prophecies
as to the future. Accountants are primarily historians, and while
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history may repeat itself, we are content to supply the history, leaving it to others to make application of it.
Conclusion. When going inventories are kept by means of perpetual inventory records, there are naturally adjustments which
must be made at the close of the year due to variations in quantities and to changes in price units of commodities. The general
manager of a company will be inclined to criticise the cost department when the annual inventory falls short of the book inventory. Doubtless some of you have had this experience. On
the other hand he will usually be agreeably surprised and not offer
any criticism when the reverse is the case.
From a practical cost finding standpoint it therefore behooves
you to err, if at all, on the side of conservatism so that your profits
as determined monthly throughout the year will not be overstated
when compared with the results determined on completion of the
annual inventory. In this connection it may be well also to recommend for your consideration the growing practice of creating
and carrying inventory reserves in anticipation of the inevitable
inventory shortages.
DISCUSSION
Mx. NESBIT: I would like to have Mr. Bonthron talk a little
more about the practice of using reserve for inventory shortage.
Just what is the best way for doing it?
Ma. BONTHRON : What I had in mind, Mr. Nesbit, was this:
Using the best knowledge we have from specification costs for determining cost of sales, when we come to the end of the year we
usually find that the physical inventory is not equal to the book
inventory. Therefore the practice that has been instituted in some
concerns of setting aside an inventory reserve in a separate account, not disturbing the book inventory, but merely increasing the
cost of sales by, say, I %, IY 7o, Y47o, or some other relatively
small amount, and crediting this to a separate account called inventory reserve, and then in setting up the balance sheet each
month throughout the year, before the end of the year is reached
this inventory reserve is just deducted from the inventory and the
net figure only is shown. At the end of the year the actual inventory shortage is determined by comparison of the physical in-
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ventory with the book inventory, based on the specification costs;
but you always have the cushion of the inventory reserve to take
care of any shortage —and there usually is one.
Mx. Foy: You haven't mentioned anything about inter -company materials in inventory. We would like to hear something
about that.
Mx. BoxTxxox : All right. Well, of course, in the case of a
company having subsidiary or affiliated companies, but usually
subsidiary companies, that is the simplest case, and we will deal
with that. And where part of the inventory of the subsidiary company, or it may be of the parent company, has been manufactured
by the other company and billed at an arbitrary price above cost,
then in consolidation of the accounts it becomes necessary to reduce all materials to cost.
Let us say that "A" Company, a parent company, owns the stock
of "B" Company, and the "A" Company makes or almost completes the manufacture of a certain part of the product of the "B"
Company, and ships that product to the "B" Company at a price in
excess of the manufactured cost to the "A" Company; and it
comes time for the "B" Company to take inventory. It naturally
takes inventory and determines its profits as a separate corporate
entity on the basis of the cost to it of the material which it received, but when we come to consolidate the accounts of "B" with
"A" we must reduce all material on hand unsold in the inventory
of "B," produced by "A," to the cost of the "A" Company.
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