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Understanding inventory management and costing methods is essential for businesses aiming to
accurately track their inventory costs, determine gross profit, and comply with accounting
standards. One such method, the specific identification method, is particularly suited to certain
types of businesses due to its precision in matching inventory costs with actual items sold. This
article explores the types of businesses that typically employ the specific identification method of
inventory costing, delving into the reasons behind their choice, the industries involved, and how this
method benefits their financial reporting.

What Is The Specific Identification Method Of
Inventory Costing?

Before exploring which businesses utilize this method, it’s important to understand what the specific
identification method entails.

Definition and Key Features
The specific identification method involves tracking and assigning the actual cost of each individual
item of inventory to the cost of goods sold (COGS) when the item is sold. Unlike other inventory
costing methods—such as FIFO (First-In, First-Out), LIFO (Last-In, First-Out), or weighted
average—this approach requires meticulous record-keeping of each item's purchase price, serial
number, or unique identifier.

Advantages of Specific Identification

Precise matching of costs with revenues

Accurate valuation of ending inventory

Ideal for high-value, low-volume items where each unit is distinct

Facilitates detailed inventory tracking and management



Types of Businesses That Use Specific Identification

The specific identification inventory costing method is predominantly employed by businesses that
deal with unique, high-value, and easily distinguishable products. These businesses benefit from the
accuracy and detail that this method offers.

1. Automotive Dealerships
Automotive dealerships are among the primary users of the specific identification method.

Why Automobiles Use Specific Identification

High Value, Unique Items: Each vehicle has a distinct VIN (Vehicle Identification Number),
features, and purchase price.

Accurate Cost Tracking: Enables precise calculation of profit margins per vehicle.

Inventory Management: Facilitates tracking the specific costs associated with each vehicle
in stock and sold.

2. Art Galleries and Art Dealers
Businesses dealing with artwork, sculptures, and collectibles often employ specific identification.

Reasons for Use

Unique Items: Each artwork is one-of-a-kind, making standard inventory methods unsuitable.

High-Value Transactions: Precise cost and profit calculations are vital for valuation and
taxation purposes.

Tracking Provenance and Condition: Helps in maintaining detailed records of each piece.

3. Jewelry Stores and Precious Metals Retailers
Jewelry stores dealing with precious stones, metals, and high-value pieces often prefer specific
identification.

Why Jewelry Businesses Use This Method

Distinct Items: Each piece varies in design, weight, and gemstone quality.



High-Value Inventory: Accurate cost tracking impacts profitability and tax reporting.

Serial Numbers and Certificates: Facilitates identification and record-keeping for each
item.

4. Electronics Retailers with Unique or High-Value Items
Certain electronics, especially high-end or custom units, are suitable for specific identification.

Reasons for Adoption

Custom or Limited-Edition Products: Each unit may have different features or
configurations.

High Cost per Item: Precise tracking ensures accurate profit margins.

Serial Number Tracking: Enables matching of inventory costs to individual items.

5. Specialty Food and Beverage Businesses
Certain specialty food producers or wine merchants may use specific identification, especially when
dealing with limited editions or aged products.

Why They Use It

Limited Editions or Rare Items: Each product has a unique origin or aging process.

High Value: Accurate cost tracking impacts pricing and profitability analysis.

Traceability for Quality Control: Maintains detailed records for quality assurance and
compliance.

Why Do These Businesses Choose The Specific
Identification Method?

The decision to use the specific identification method hinges on several key factors that align with
the nature of their inventory.



1. Unique and High-Value Inventory
Businesses with items that are distinct, high-priced, or both tend to favor this method because it
allows precise matching of costs to sales.

2. Low Inventory Turnover
In industries where inventory turnover is slow, and each item remains in stock for an extended
period, specific identification offers better accuracy than average-cost methods.

3. Need for Precise Profit Analysis
Companies that require detailed profit analysis per item, such as dealerships or art galleries, benefit
from knowing the exact cost associated with each sale.

4. Regulatory and Tax Compliance
Certain industries, such as jewelry or art, may have regulatory requirements for detailed inventory
tracking, making specific identification the preferred method.

Challenges and Considerations in Using Specific
Identification

While the specific identification method offers accuracy, it also presents certain challenges.

1. Record-Keeping Complexity
Maintaining detailed records for each individual item can be labor-intensive and requires robust
inventory management systems.

2. Not Suitable for High-Volume Businesses
Businesses with large volumes of similar items, such as supermarkets or wholesale suppliers, find
this method impractical due to the extensive tracking required.

3. Potential for Manipulation
Since inventory costs are assigned to specific items, there is potential for manipulation if records are
not maintained properly.



Conclusion: Is The Specific Identification Method Right
For Your Business?

Choosing the appropriate inventory costing method is crucial for accurate financial reporting and
effective inventory management. The specific identification method is ideally suited for businesses
that handle unique, high-value, and easily distinguishable items. From automotive dealerships and
art galleries to jewelry stores and specialized electronics retailers, these businesses benefit from the
precision and detailed tracking that this method provides.

However, it's essential to weigh the benefits against the challenges. Maintaining detailed records
can be resource-intensive, and the method may not be feasible for high-volume or low-cost inventory
businesses. Ultimately, the decision should align with the nature of the inventory, the business’s
operational capabilities, and its financial reporting requirements.

By understanding the characteristics of businesses that utilize the specific identification method,
entrepreneurs and accountants can make informed decisions about their inventory management
strategies, ensuring accurate costing, compliance, and profitability analysis.

Frequently Asked Questions

What types of businesses typically use the specific
identification method for inventory costing?
Businesses that deal with unique, high-value items such as jewelry stores, car dealerships, art
galleries, and specialty equipment suppliers commonly use the specific identification method to
accurately track the cost of each individual item.

Why is the specific identification method preferred by certain
businesses over other inventory costing methods?
It is preferred because it provides precise tracking of the actual cost of each inventory item, which is
essential for businesses selling unique or high-cost products where knowing the exact cost impacts
profit calculation and pricing strategies.

What are the advantages of using the specific identification
method for inventory management?
Advantages include accurate cost matching with revenues, better inventory control for high-value
items, and improved financial reporting due to precise cost allocation for each individual item.

Are there any limitations or challenges associated with the
specific identification method?
Yes, it can be time-consuming and complex to track each item's cost, especially for businesses with



large volumes of inventory or items that are similar in appearance, which can lead to increased
record-keeping efforts.

How does the specific identification method impact financial
statements for businesses that use it?
It results in more accurate cost of goods sold and inventory valuation, reflecting the actual costs of
sold items, which can lead to more precise profit reporting and better decision-making.

Additional Resources
Specific Identification Method of Inventory Costing

In the world of inventory management and accounting, choosing the right method to track and value
inventory is crucial for accurate financial reporting and effective operational decision-making.
Among the various inventory costing methods—such as FIFO (First-In, First-Out), LIFO (Last-In,
First-Out), Weighted Average Cost, and Specific Identification—the Specific Identification Method
stands out for its precision and suitability for certain types of businesses. This comprehensive review
explores the kinds of businesses that benefit from this method, delving into its mechanics,
advantages, limitations, and practical applications.

---

Understanding the Specific Identification Method

Before examining which businesses use this method, it’s essential to understand what the Specific
Identification Method entails.

What Is the Specific Identification Method?

The Specific Identification Method involves tracking and recording the actual cost of each individual
inventory item. Instead of assigning an average cost or assuming a particular flow of goods, this
method matches each sold item with its exact purchase cost. This approach requires meticulous
record-keeping, often utilizing serial numbers, unique identifiers, or other tracking mechanisms.

How Does It Work?

- Individual Tracking: Each inventory item is uniquely identified upon purchase. This can involve
serial numbers, barcode labels, RFID tags, or other identifiers.
- Cost Assignment: When an item is sold, its specific cost is directly assigned to that sale, ensuring
precise profit calculation.
- Inventory Valuation: Remaining inventory is valued based on the actual costs of items still on hand.

This method provides the most accurate reflection of actual costs and profits for each item, making
it highly transparent.

---



Which Businesses Use the Specific Identification
Method?

The specific identification method is not universally applicable. Its use is best suited for businesses
where inventory items are unique, high in value, and easily distinguishable. Below, we explore the
primary types of businesses that adopt this method.

1. Luxury and High-Value Goods Retailers

Example Businesses: Jewelry stores, luxury watch dealers, art galleries, and rare collectibles shops.

Why They Use It:

- Unique Items: Each piece is often one-of-a-kind or produced in limited quantities.
- High Value: Items are expensive, making precise cost tracking critical for profitability and tax
purposes.
- Customer Expectations: Buyers often desire transparency about the provenance and cost of their
purchases.

Advantages for These Businesses:

- Accurate profit margins for each individual item.
- Precise inventory valuation, which is essential for financial reporting and taxation.
- Ability to track specific items for warranty, resale, or appraisal purposes.

2. Custom and Made-to-Order Manufacturers

Example Businesses: Custom furniture makers, bespoke jewelry designers, tailored clothing
companies.

Why They Use It:

- Unique Production: Each product is custom-made, often with distinct materials and design
specifications.
- Material Costs Vary: Different projects incorporate different materials, making average costing
inappropriate.
- Client-Specific Tracking: The cost of materials and labor can be tied directly to individual orders.

Advantages for These Businesses:

- Precise cost accounting for each custom product.
- Better understanding of profitability per project.
- Ability to accurately price bespoke goods based on actual costs.

3. High-Value, Low-Volume Equipment and Machinery Sellers

Example Businesses: Antique machinery dealers, rare instrument sellers, specialized industrial
equipment suppliers.



Why They Use It:

- High Individual Cost: Each piece has a significant cost, often with unique features.
- Limited Inventory Turnover: Items are not regularly replenished, making detailed tracking feasible.
- Resale and Appraisal Needs: Accurate cost basis is crucial for resale value and tax purposes.

Advantages:

- Precise profit calculation per sale.
- Better inventory valuation that reflects actual acquisition costs.

4. Art Galleries and Auction Houses

Example Businesses: Art dealers, auction houses, rare artifact sellers.

Why They Use It:

- Unique Items: Artworks and artifacts are inherently one-of-a-kind.
- High Valuations: The value can fluctuate significantly based on provenance, artist, and condition.
- Detailed Provenance Records: Tracking the specific cost and history of each item is vital.

Advantages:

- Accurate depiction of profit margins.
- Transparent inventory valuation aligning with the actual purchase costs.

5. Specialty Food and Beverage Producers (Limited Edition or Rare Items)

Example Businesses: Boutique wine producers, artisanal cheese makers, specialty coffee roasters.

Why They Use It:

- Limited Batches: Small production runs with unique ingredients.
- Premium Pricing: Customers pay a premium for rarity and quality.
- Ingredient Tracking: Precise costing of each batch or lot is necessary.

Advantages:

- Accurate cost of goods sold (COGS) for each batch.
- Better profitability analysis per product.

---

Characteristics That Make a Business Suitable for the
Specific Identification Method

While the above categories highlight typical users, certain business characteristics determine
suitability:



- Inventory Items Are Unique or Distinguishable: Items must have distinct identifiers.
- Low Inventory Turnover: Managing individual items is feasible without excessive administrative
burden.
- High-Value Items: When the monetary value of individual items justifies detailed tracking.
- Complex or Variable Costs: When costs vary significantly between items, making averaging
methods inappropriate.
- Customer Expectations for Transparency: In luxury or bespoke markets, customers often demand
detailed provenance and cost transparency.

---

Advantages of Using the Specific Identification Method

Businesses that employ this method enjoy several notable benefits:

1. Precise Profit and Cost Tracking

Matching each item with its actual purchase cost enables exact profit calculations, which is
especially important for high-value items where margins can be significant.

2. Accurate Inventory Valuation

The inventory on hand reflects the real costs, ensuring the balance sheet is precise, especially
critical for financial reporting and taxation.

3. Enhanced Traceability

Tracking individual items facilitates warranty claims, resale, insurance valuation, and provenance
documentation.

4. Better Decision-Making

Knowing the specific costs associated with each item allows for more informed pricing, purchasing,
and sales strategies.

---

Limitations and Challenges of the Specific
Identification Method

Despite its advantages, this method has notable drawbacks, making it unsuitable for many
businesses:

- Administrative Complexity: Requires meticulous record-keeping, often with specialized software or
manual tracking.
- Costly Implementation: Maintaining detailed records can increase operational costs.



- Not Suitable for High-Volume, Low-Cost Goods: The effort may outweigh the benefits when dealing
with large quantities of inexpensive items.
- Limited Scalability: Becomes impractical as inventory volume increases significantly.

---

Comparison with Other Inventory Costing Methods

Understanding when to use the specific identification method often involves comparing it with other
methods:

| Feature | Specific Identification | FIFO | LIFO | Weighted Average |
|---|---|---|---|---|
| Best suited for | Unique, high-value items | Perishable goods, cheap items | Non-perishable goods,
inventory with a rising price trend | Large volume, homogenous items |
| Complexity | High | Moderate | Moderate | Low |
| Inventory valuation accuracy | Very high | Moderate | Moderate | Moderate |
| Cost tracking | Exact | Approximate | Approximate | Average |

---

Final Considerations for Businesses Choosing the
Specific Identification Method

Businesses contemplating this approach should evaluate:

- Nature of Inventory: Are items unique, high-value, and easily distinguishable?
- Operational Capacity: Can the business sustain detailed tracking systems?
- Financial Goals: Is precise profit measurement a priority?
- Regulatory Requirements: Are there tax or accounting standards influencing method choice?

In conclusion, the Specific Identification Method is a powerful tool for businesses dealing with
unique, high-value, and easily distinguishable inventory items. It offers unparalleled accuracy in
inventory valuation and profit measurement but demands significant administrative effort. When
appropriately applied, it provides a transparent, detailed view of inventory costs—making it an ideal
choice for luxury retailers, custom manufacturers, art dealers, and other niche markets where
precision is paramount.
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