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INVENTORY MANAGEMENT AND VALUATION 
 

Inventory may be held in an organisation as consumables, raw materials, work in 
progress or finished goods. In order to control the acquisition of purchased 

inventory and the price paid, the following transactions and documents may be 

used. A purchase requisition authorises the acquisition of goods. A Supplier’s 

quotation establishes the cost, which is confirmed by a purchase order. A 

delivery note (provided by the supplier) and a goods received note (prepared 

by the customer) confirm the arrival of the goods and the supplier’s invoice 

provides final confirmation of the cost and triggers payment. 
 

Once goods have been received, the inventory record needs to be updated, 

similarly when goods are taken from inventory. The record of receipts, issues and 

balance may be known as a stores ledger card or bin card. 

 

To verify the accuracy of the inventory balances, inventory must be physically 
counted and the result checked against the record. This is known as stocktaking. 

It is may be done periodically, usually once a year, or a sample of items may be 

checked every day (continuous stocktaking). 

 

 

A traditional system for controlling inventory is based on reorder levels. When the 
inventory of an item fall to a predetermined amount, the reorder level (ROL), a 

replenishment order is placed. The order quantity (OQ) is often the amount 

required to achieve a predetermined maximum (MAX). These quantities depend 

on the time taken to replenish the inventory (leadtime) and the rate at which 

inventory is consumed. Formulae to calculate these values are shown below. 

 

ROL = maximum usage x maximum lead time 
MAX = ROL + OQ - (minimum usage x minimum lead time) 

Minimum inventory = ROL - (average usage x average lead time) 
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There are three types of cost associated with inventory: the costs of obtaining it 

(ordering cost), the costs of holding it and the costs of running out of it (stock-

out cost). Holding costs include costs of storage, insurance, deterioration, 
obsolescence and interest charges. 

 

If many small orders are placed, ordering costs are high, but if few large orders 

are placed, then holding costs are high. The impact on total cost is shown below. 

 

Total costs 

    £ 
      Holding costs 

 

 

 

 

      Acquisition costs 
 

 

       

 

Order quantity 
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One method of determining the order quantity is to seek to minimise inventory 

costs. The quantity ordered is then known as the Economic Order Quantity (EOQ). 

In the graph above, costs are at a minimum where: 

 
Holding costs = Ordering costs 

 

The EOQ can be calculated using the following formula: 

 

EOQ =  
H

o

C

DC2
 

 
Where 

CO = cost of placing an order 

D =  annual demand 

CH = cost of holding one unit in inventory for a year 

 

 
If discounts are available for large quantities, it is necessary to calculate the total 

cost separately for the EOQ and for each quantity linked to a discount, choosing 

the quantity with lowest total cost. 

 

 

Example 

 
Consider an item for which annual demand is 4,500 units, holding costs amount to 

£0.40 per item per year and the cost of placing an order is £400. 

 

The EOQ is  

4.0

45004002 
 = 9000000  = 3,000 units 
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Inventory Value 

 

The valuation of inventory affects figures on the statement of financial position 

and on the income statement as it affects the cost of goods sold, as shown below. 
Opening Inventory      X 

Plus Purchases   X 

Less Closing Inventory         (X) 

Equals Cost of Sales  X 

 

 
Accounting standards (IAS2) require that inventory is valued at the lower of 

Cost or Net Realisable Value (ie. estimated sales price lest costs arising from 

the sale, such as delivery). Where identical items have been purchased at 

different prices and not kept separate, costs may be calculated using a weighted 

average (AVCO) or assumptions may be made about the order in which the items 

are removed from inventory. The assumption may be “first in, first out” (FIFO) or 
“last in, first out” (LIFO). LIFO is not permitted by IAS2. 

 

 

The following stores ledger card has been prepared using FIFO. It shows the 

value of goods issued (cost of goods sold) and of the inventory balance. The 

arrows show the source of the goods issued. 

 

 
 

 

 

 

 

 
 

 

 

 

DATE

QTY UNIT TOT QTY UNIT TOT QTY TOT

COST COST COST COST COST

£ £ £ £ £

NOV

1 400 2,400.00 £6.0000 per unit

(Bal) 100

300

100 11 300 7.0000 2,100.00 700 4,500.00

14 100 6.0000 600.00 600 3,900.00

20 300 6.0000 1,800.00

100 7.0000 700.00

400 2,500.00 200 1,400.00

BALANCEISSUESRECEIPTS
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The next stores ledger card has been prepared using AVCO. The average costs 

(total cost of the balance divided by the quantity) are shown to the right of the 

card. 

 

 
 

 

 
Advantages claimed for using FIFO are that: 

 It aligns with the physical movement of goods (if well-managed), 

assuming that they are issued in order of receipt 

 It is easy to calculate 

 Inventory is valued at actual prices at which items are bought 

 Closing inventory value is closer to the most recent prices 
 It conforms to IAS2 

 

The main advantage claimed for LIFO is that the costs of goods issued is at or 

close to the most recent prices. 

 

The main advantage claimed for AVCO is that it smooths out costs and profit. 

 
When prices are rising, FIFO maximises profit and inventory value, LIFO 

minimises them and AVCO is in between. 

 

 

DATE

QTY UNIT TOT QTY UNIT TOT QTY TOT

COST COST COST COST COST

£ £ £ £ £

NOV

1 400 2,400.00 £6.0000 per unit

(Bal)

11 300 7.0000 2,100.00 700 4500.00 £6.4286 per unit

14 100 6.4286 642.86 600 3857.14 £6.4286 per unit

20 400 6.4286 2,571.44 200 1285.70

RECEIPTS ISSUES BALANCE


