Current Assets Inventory

21. Inventory Errors

In the process of maintaining inventory records and the physical count of goods on hand, errors may
occur. It is quite easy to overlook goods on hand, count goods twice, or simply make mathematical
mistakes. Therefore, it isvital that accountants and business owners fully understand the effects of
inventory errors and grasp the need to be careful to get these numbers as correct as possible.

A general ruleisthat overstatements of ending inventory cause overstatements of income, while
understatements of ending inventory cause understatements of income. For instance, compare the
following correct and incorrect scenario -- where the only difference is an overstatement of ending
inventory by $1,000 (note that purchases were correctly recorded -- if they had not, the general rule
of thumb would not hold):

Correct Incorrect
Beginning inventory $ 5,000 $ 5,000
Purchases _11,000 _11,000
Cost of goods available for sale $16,000 $16,000
Ending inventory 4,000 Tl 5,000
Cost of goods sold $12,000 | $11.000

o

Sales $25000 - $25,000
Cost of goods sold 12,000 | 11,000
Gross profit $13.000 DR o i $14,000

Had the above inventory error been an understatement ($3,000 instead of the correct $4,000), then
the ripple effect would have caused an understatement of income by $1,000. Inventory errors tend to
be counterbalancing. That is, one year’s ending inventory error becomes the next year’s beginning
inventory error. The general rule of thumb is that overstatements of beginning inventory cause that
year' sincome to be understated, while understatements of beginning inventory cause
overstatements of income. Examine the following table where the only error relates to beginning
inventory balances:
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Correct Incorrect
Beginning inventory $ 4,000 . $ 5,000
Purchases _11,000 h N _11,000
Cost of goods available for sale $15,000 ‘, $16,000
Ending inventory 3,000 ) 3,000
Cost of goods sold $12,000 -7 : $13,000
7 ’ .
Sales $25,000 $25,000
Cost of goods sold 12,000 13,000
Gross profit $13,000 I\ $12,000

Hence, if the above datarelated to two consecutive years, the total income would be correct
($13,000 + $13,000 = $14,000 + $12,000). However, the amount for each year is critically flawed.
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Empowering People.
Improving Business.

Bl Norwegian Business School is one of Europe’s
largest business schools welcoming more than 20,000
students. Our programmes provide a stimulating
and multi-cultural learning environment with an
international outlook ultimately providing students
with professional skills to meet the increasing needs
of businesses.

Bl offers four different two-year, full-time Master of
Science (MSc) programmes that are taught entirely in
English and have been designed to provide professional
skills to meet the increasing need of businesses. The
MSc programmes provide a stimulating and multi-
cultural learning environment to give you the best
platform to launch inte your career.

* MSc in Business

* MSc in Financial Economics

* MSc in Strategic Marketing Management

* MSc in Leadership and Organisational Psychology

www.bi.edu/master
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