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difficulty of recording changes in market values could be resolved if 

oost were not the initial basis of valuation (in terms of the measuring 

unit, dollars), but some other unit of valuation was defined to measure 

the utility of the goods. This unit would have to have a flexibility 

in terms of market changes, so that one would know that at any time 

a certain number of these units would be able to purchase always tre 

same quantity of goods. This idea lm.a been amply expressed by w. A. 

Patons 

"I submit the. t the underlying reason cost is given such 

prominence in accounting is because the cost incurred 

when any commodity or service is acquired on the market 

is considered to be the best available evidence of the 

prevailing value--the curreut economic significance--

of the item acquired. Cost a.t the point of acquisition 

expresses price, what the contracting parties consider 

the goods or services to be worth. In other v.ords, cost 

expresses initial value, and as such is a datum of im

portance. It follows that in a very real sense . it is 

proper to describe financial accounting in terms of values 

rather than costs as such."* 

The point of all this is as follows: if one is to accurately determine 

pl"Ofits (and losses) for a given period of time, the changes in too 

units (dollars) which measure these profits must appropriately be com

pensated for in terms of so!IW3 basic commodity whose value is fixed in 

*1a, P• a. 
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Earliest costs, January 1 Balance on hand 200 units at $10 $2000 

' Next earliest costs, January 12 100 units at 12 1200 

TOTALS 300 $3200 
= 

Thus the ending inventory is valued at $3200 and the cost of 

goods sold is $8,100 ($11,300 - $3,200); operations thus being charged 

with latest costs incurred. If a perpetual system is used but the cost 

of units issued is not recorded until the end of the period, then the 

same result will obtain as under the periodical system. However , when 

the cost· of units issued is recorded at the actual time of issue, dif-

ferent results will be noted in a changing market. For this thesis 

the periodical system of recording Will be adopted. 

The actual flow of goods (physical) does not usually conform 

to the cost flow since this would undoubtedly leave many i tems in stock 
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for long periods of time, and thus promote losses ar i sing from obsolescence, 

depreciation, spoilage, etc. There are some cases where the phys ical and 

cost flow do follow the same pattern and these will be referred to later. 

The Retail Method of Inventory Pricing 

The retail method is used primarily by large retail concerns 

whose stock is so varied and extensive that a physica l count would be 

both costly and time-consuming. The method demands that all goods 

placed in stock must be maintained at cost as well as at marked retail 

price. The original retail sales price is composed of a cost and a 

markon on cost which is the original increase over cost (also called 

initial markup). Any increases over the original sales price are known 

as additional markups and any decreases in the additional markups are 























1. The inventory turnover consumes a relatively long period 

of time either because of the length of processing. or conditions of 

merchandising. thus necessitating the maintenance at all times of a 

substantial inventory. 

2. The average investment in inventory is relatively large 

as compared with other assets. 

3. The inventory consists of a few basic and imperishable 

commodities which are subject to wide price fluctuation. 

4. The cost of raw materials constitutes a substantial part 

of the cost of the finished product, and increases in the prices of 

raw materials ·are promptly reflected in the price of the product."* 

Perhaps one should also add that the predominant method em

ployed by business today is FIFO. Whether this results from such firm 

entrencluoont of the method in the pe.st or from lack of' data to change 

to any other method (presumably LI FO) remains to be seen in fut ure years 

if and when the high price level or today (1956) recedes to somewhat 

lower levels • 

• 15. PP• 31-32. 

21 



Average Method - Advantages and Disadvantages 

Of the three average methods available, the moving average, 

the weighted average, and the periodic average, there is one factor 

common to each. That is the necessity of perpetual inventory records 

kept both in dollars and quantities. This is, of course, not a dis

advantage where an adequate cost system prevails. In the tobacco 

industry where raw material prioes are subject to continuing fluctu

ation one often finds the moving average employed. In this way the 

succeeding periods of fluctuation are somewhat stabilized and previously 

high or low prioes are removed from the average in subsequent period 

calculations. 

Those companies employing the weighted average do not tend 

to reflect as accurately as the moving average the current prices paid 

for materials. They instead spread all costs evenly over all the goods 

available for sale, and in this way previously high and low prices are 

reflected in the inventory long after it ha_s been consumed. 

As a device for relieving clerical work in the weighted average, 

one may resort to the periodic average. In this way the beginning month

ly inventory plus the purchases for the month in terms of dollars can 

be divided by the sum of the quantities of beginning inventory plus 

monthly purchases to arrive at a price for the remaining inventory on 

hand. This method does indeed eliminate a great deal of detailed pricing. 

Its results are somewhat similar ·to those obtained under FIFO. However, 

average cost valuation does not reflect changes in prices as rapidly as 

does FIFO. Where costs on the average are of greater importance than 
































































































